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SUMMARY
Commenters

The Consumer Federation of America (CFA) is an association of non-profit consumer
organizations that was established in 1968 to advance the consumer interest through research,
advocacy, and education. Today, nearly 300 of these groups participate in CFA and govern it
through their representatives on the organization's Board of Directors and the annual Consumer
Assembly.!

New Networks Institute (NNI),2 established in 1992, is currently a consortium of
independent experts, analysts, auditors and lawyers; our new project is called “Fixing Telecom”.
NNI has conducted extensive analysis of the cost of telecommunications service in general and
the misallocation of costs from special access to local service in particular. These have been

filed in the above captioned proceeding and other directly related ongoing proceedings.®

1 CFA has been involved in communications, media and Internet policy for decades in
legislative, regulatory and judicial arenas and has advanced the consumer view in policy and
academic publications.

2 See: http://newnetworks.com/fixingtelecom/

8 25 Year Analysis of Key Financial Indictors for the Bell Companies — AT&T, Verizon and
Qwest., New Networks Institute, May, 2009, www.teletruth.org/docs/belldata.doc

It’s All Interconnected, New Networks Institute, with David Bergmann, esq. Published by Public
Utility Law Project, (PULP), May 2014, http://newnetworks.com/wp-
content/uploads/PublicNN3.pdf

Fixing Telecom Reports: http://newnetworks.com/fixingtelecom/

Report 1: Verizon’s Manipulated Financial Accounting & the FCC’s “Big Freeze”

Report 2: Data Report on Verizon New York’s Financial Accounting, Cover letter to our filing in
31 FCC Proceedings, December 16th, 2015. List of Proceedings:
http://newnetworks.com/fcccoverletter/, http://newnetworks.com/listfccfilings/

Letter in USTA, March 6th, 2016, http://newnetworks.com/fccustarefresh/
filed: RE: Petition of USTelecom for Declaratory Ruling That Incumbent Local Exchange
Carriers Are Non-Dominant in the Provision of Switched Access, WC Docket No. 13-3. Re:
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Summary

In an analysis released in April and attached as Appendix B, the Consumer Federation of
America concluded that the hope that competition could supplant regulation in the special access
market, which was the basis for the decision to deregulate it over a decade ago, never

materialized.
e Incumbent local telephone companies have a very large market share of the special
access market that results in an extremely highly concentrated market.

e At the same time, costs continue to fall dramatically due to the dramatic advance of
the digital technological revolution.

e The resulting market power enjoyed by the dominant incumbents has been
systematically abused to keep prices far above costs, resulting in a very high rate of
supra normal profits.

e The incumbents defend and extend their market power by imposing anti-competitive
rates, terms and conditions on access to their near monopoly services. This
undermined and reduced the ability of new entrants to compete in this market.

In that analysis we noted and lamented the fact that the FCC had ceased gathering data in
2007 making it extremely difficult to analyze the special access market. Therefore, our earlier
analysis was based publicly available data and a review of the decade long record in this
proceeding.

e We demonstrate in these comments that the FCC’s Order and Further Notice in the

above captioned proceeding, as well as the economic analysis it has commissioned,
strongly support all of those conclusion.

But these comments go far beyond that. In these comments, CFA teams with the New
Networks Institute, which has filed numerous pieces of analysis in this docket and many others,

based upon an entirely different type of data.* Although the FCC stopped gathering and

USTelecom Petition for Forbearance from Certain Incumbent LEC Regulatory Obligations, WC
Docket No. 14-192; Connect America Fund, WC Docket No. 10-90.
4 On April 28th, 2016, NNI released a fact sheet and a Joint Press Release with Consumer
Federation of America:
The Manipulation of the Financial Accounting & Special Access
= http://newnetworks.com/cfannipress/
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publishing data on the performance of the special access market almost a decade ago, the state
public utility commissions did not.

e A review of the audited results of the incumbent telephone companies in several
major states, contained in Attachment A, strongly supports CFA’s earlier analysis.

Moreover, in the Order, the Commission identified numerous instance in which practices
that appear on their faces to be anti-competitive were justified by the telephone companies with
arguments that appear to be counterintuitive and doubtful at best. The Commission noted that
the incumbent local exchange carriers (ILEC) could provide cost data to render their arguments
more plausible. But in almost a decade, they never have. The NNI data show that the ILEC
arguments are not supported by the cost data. This has two important implications for the
writing of rules in the special access docket.

First, for all of the above reasons, in order for the FCC to ensure that rates are just and
reasonable under the Act, it can no longer rely on the claim that competition in the marketplace
ensures legal rates. It must come up with more meaningful test(s) of workable competition

Second, in addition, where competition is lacking, the FCC must conduct a full, audited
review of special access costs before it sets future rates for regulated services. This review
should set a productivity factor that reflects the real technological and economic progress that
has been and is being made in special access. The results of that review should apply not only to
future prices, but must also be applied to past rates to bring current levels into line with reality.
Without such an adjustment, special access rates cannot be deemed to be just and reasonable.

The New Network Institute data analysis goes father and does a great deal more. It

shows that the accounting for the costs of network equipment that supports special access has

= Fact Sheet Highlights
= http://newnetworks.com/specialaccessfactsheet/
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been manipulated. Costs that should have been attributed to special access have, instead, been

booked as local service costs. This distortion was already apparent in the last set of data that the

FCC compiled, but it has grown much worse over the past decade.

The implications of this distortion are numerous and extremely important.

The misallocation of costs violates the explicit language in the Telecommunications
Act of 1996 that prohibits the cross subsidization of competitive services like special
access by regulated services.

The abuse of market power combined with the illegal accounting for costs renders the
contracts that have been forced upon the users of special access service invalid.

While the FCC has proposed to ban the most egregiously anti-competitive terms and

conditions in contracts on a going forward basis, the illegal nature of the existing contracts

requires that the FCC afford users the opportunity to renegotiate, or abrogate those contracts at

any point prior to their expiration.

These illegal cost accounting practices have harmed consumers of local service in two

ways.

By artificially increasing the book costs of local service, the incumbents have made
those services look less profitable than they are. They have used these cooked books,
to seek rate increases at the local level.

They are seeking to eliminate service based on traditional copper wires based on the
claim that they not profitable.

This practice has harmed competition and threatens to permanently eliminate it in several

ways.

While the incumbent local telephone companies have incorrectly allocated special
access costs to local consumers, they have not passed those cost savings through to
the users of special access. They charge unaffiliated entities much higher prices for
special access than they charge themselves. This has a pervasive anti-competitive
impact on the market.

The profit margin is so high as a result of the misallocation of costs it creates the
conditions for a highly damaging price squeeze on unaffiliated users of special access
services.

Special access users also recognize that “resistance is futile” in the marketplace.
With such a huge cushion of illegal, excess profits, the incumbents can easily respond
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to any threat of entry by lowering their price below the cost of the new entrant. Entry
is thus continually deterred by this strategic overhang.

The FCC must deal with the rotten core of the special access market in this and other
ongoing proceedings. The competitive and pro-consumer intent of the Telecommunications Act
of 1996 requires it to do so.

Special access is rapidly become one of the essential services to support the spread of the
digital communications revolution. As the amount and diversity of data traffic increases high
volume, high performance data transport becomes more and more critical to the delivery of
customer services of various types, including

e Wireless, which has emerged as the core service in the 21 century digital
communications network,

e Ubiquitous, distributed communications networks, which are becoming a pervasive
Internet of Things (10T), that is vital to lower the costs and ensure the quality of more
and more services.

e Large institutions — like businesses, health facilities — that increasingly rely on real
time movement and sharing of data to function more efficiently

The FCC cannot close the special access docket without a thorough analysis of the
underlying costs. There was already clear evidence of abuse in the earlier record of the
misallocation of costs and we have provided update evidence of an even larger problem at
present.

Small businesses that depend upon special access must also be a great concern for the
FCC. These businesses, which account for the overwhelming majority of special access users
(four fifths), simply cannot compete without ubiquitous, broadband connections. They are
overwhelmingly dependent on the copper network, which the NNI analysis shows is quite
profitable, once the manipulation and misallocation of costs and revenues is taken into account.

The FCC must ensure that any transition away from a copper network, does not adversely

affect that small business which are the engine of job growth in our economy. Should a careful



analysis properly accounted costs and revenues indicate that in some areas the transition away
from copper is economically justified, the FCC must ensure that small businesses have access to
special access services that are negotiated on just, reasonable and nondiscriminatory rates terms
and conditions. This analysis must also take into account the costs that would be imposed on all
businesses, in terms of rendering equipment inefficient or useless by a transition. Given their
size and dispersion, these small businesses are not likely to be attractive targets for competition
entry.

Therefore, FCC must assert its regulatory oversight over special access services as they
move closer and closer to the end-user to accommodate higher levels of traffic. Whatever
technologies are used to deliver service in the first 100 feet, the high capacity transmission
services that bring the data close to the consumer must remain telecommunications services.

The Consumer Federation and NNI anxiously await the incumbent filing of
comprehensive cost, revenue and line count data to compare to the analysis contained herein.
We will be filing reply comments with 2015 financial data obtained from multiple Verizon states
that will update the information in our comments.

CFA ANALYsIS OF THE FCC’s SPECIAL ACCESS ORDER

After a decade of delay, the FCC finally issues on order in the Special Access
proceeding. We believe it fits squarely into a clear pattern that has developed over the course of
the past five years and which takes on more force as it becomes precedential and cumulates
evidence.

An Extremely Highly Concentrated Market

The dominant firms claim that they face vigorous competition and, as a result, the prices

they charge are reasonable and the terms and conditions they impose in contracts are not abusive



or anticompetitive. The Commission rejects these claims on the basis of a thick empirical
record, blocking some actions and imposing greater regulatory oversight on others.

We start with the question of conditions, since that is the area where the Commission has
acted most aggressively in this case. The companies claim that various contractual terms like

29 ¢¢

“all or nothing requirements,” “shortfall penalties” and “early termination penalties” are a
reasonable way to recover costs they have incurred in offering discounted tariffs. The
Commission finds that, while some terms are reasonable, many of the tariffs are punitive, rather
than efficient. The Commission invited the companies to provide cost data that would explain
how such obviously excessive and restrictive conditions could be economically justified. The
companies chose not to offer one shred of cost evidence. With no concrete defense, the
Commission must find the contract terms illegal.

On the question of vigorous competition, the Commission has compiled the largest data
set in the history of the FCC. It shows that about three quarter (at least 70%, and as much as
80%) of consumers purchase special access services under the conditions of an absolute
monopoly — even using a fairly lax geographic definition of the market. The remainder have, at
best a duopoly — one competitor serving someone in their building. In virtually no circumstances
do customers have four or more competitors. Even using a looser definition — one actual
competitor and four potential competitors somewhere in the census block — fewer than 10% have
competition. Measured at the level of buildings and focusing on facilities-based competition, the
incumbent local telephone companies have a market share of about 83%. The HHI is close to
6900, attributing no market power to the largest competitor in the market, which tends to have a

market share of 10%.

Prices for Special Access Service



With respect to prices, for low bandwidth services that make up 60% of the market, the
economic analysis shows that competition reduces prices and the more vigorous the level of
competition, the larger the price reduction. In the most rigorous specification, the benefits of
competition are at least 5% and as much as 28%. The three quarters of the special access
customers who lack competition are denied any of these benefits. Almost no users of special
access service receive the benefits of competition.

The fact that prices in competitive markets are lower does not mean they are free of
above cost pricing. As noted in the conceptual discussion, in a situation where the dominant firm
has a large market share and the competitive fringe has higher costs, the dominant firm can
collect rents by strategic pricing — pricing against the residual demand curve.

There are other patterns in the data that suggest anticompetitive practices. Since the
largest incumbent local exchange carriers — Verizon, ATT, and Centurylink — have significant
out of region businesses (wireless and enterprise) they are purchasers of special access in those
areas. They overwhelmingly buy services from the local exchange carriers incumbent to those
regions, rather then competitors. They almost never build out of region facilities. By
withholding their business from competitive suppliers, they significantly shrink the market.

They also establish a pattern of reciprocity — extending their no-compete strategy into this
important market. This is the telco version of the no-compete strategy that pervades the industry.

The regression shows that competitive mobile telecommunications providers are charged
much higher prices. This has the effect of undercutting mobile competition, which has the
strongest base of competitors and potential to compete out of region. This reinforces the no-
compete strategy.

Excess Profits
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The economic analysis does not attempt to estimate the magnitude of the abuse of market
power. It does not need to do so.

First, the failure of the companies to offer the cost data to justify their contract terms,
would have been ideal to address the question of overcharges. They chose not to do so. Again,
given the evidence of lack of competition, anti-competitive practices and price effects of
competition, the commission must conclude that substantial pricing abuse exists.

Second, since the Commission had abandoned cost analysis and assumed competition or
the price cap would protect consumers, and having seen that competition has failed to do so, the
Commission must look to its price cap approach as the last line of defense. Its analysis shows
that it has failed miserably, resulting in rates that are 15% to 20% higher than would have been
the case if the Commission had updated its X-factor based on broad economy parameters. While
this is a good place to start, our analysis of cost trends for communications equipment shows that
the excesses are much larger — well over 20% without taking into account excess profits that
were built into the base rates.

These adjustments to the formula are based on the economy wide changes, not the
dynamic changes in the communications sector. Indeed, the cost indices identified in Section V,
were developed precisely because the routine indices were dramatically under estimating the
decline in costs. In fact, the specialized cost index shows a decline that is almost twice as high
as that calculated by the FCC. Given that the base of the index involved a rate of return that was
based on a cost of capital that is substantial higher than the current cost of capital, our estimate
based on the historical data — that rates are 50% higher than they should be — seems reasonable.

The combination of anti-competitive contracts, misallocated costs, and multimarket

contract that has exhibited reciprocity in exclusion of new entrants, has effectively strangled new
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entrants and weakened competition so that it may be impossible to create a workably competitive
market for Business Data Services. Any rules the FCC institutes must not only be vigorously

pro-competitive, but oversight must carefully assess whether competition is reviving.

NNI ANALYSIS OF SPECIAL ACCESS PRICING

A recent speech by FCC Chairman Tom Wheeler® extolled the virtues of yet another new
wireless service — 5G, which is a ‘fiber-to-the-antenna’ service that is based on the proliferation
of small cell sites being deployed using a fiber optic wire—a “special access” fiber optic wire,
renamed “Broadband Data Services”, (BDS).

Special Access services (BDS) are not new and are not special; they use the existing
copper wires that are part of the state-based utilities and are (also) used for phone service or
other broadband, internet, wired services. However, they are also the basis of the networks that
wireless competitors use for wireless, or that banks use for ATM machines.

And the market is controlled by three companies, AT&T, Verizon and CenturyL.ink,
which control the utility networks.

The profits of these services have been unchecked and according to a number of sources,
there has been massive overcharging. The Consumer Federation of America (CFA), pegs this
largesse at $20 billion in just 2015 in added costs to customers; approximately $75 billion over
the last 5 years. CFA also claims that there is an additional $75 billion in additional economic

harms to America because of this overcharging—a total of $150 billion.°

5 http://www.cnet.com/news/5g-gets-a-shot-in-the-arm-from-fcc/
8 http://consumerfed.org/press_release/cfa-study-finds-special-access-market-concentration-cost-consumers-and-the-
u-s-economy-150-billion-since-2010/
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The FCC has an open proceeding about special access based on their data collection and
the FCC has asked questions including—what should the price to competitors and end users be
to use special access services.

Many filers have suggested that the FCC use standard formulas to recalculate what the
pricing should be, including the formula used for the “Connect America” fund (CACM)
(TELRIC), which claims it is based on ‘forward looking’ costs. Meanwhile, AT&T, Verizon and
Centurylink, the incumbents that control the majority of these wires, submitted no cost data to
prove why their current prices are correct. In 2016, based on this lack of data, the FCC declared
that the incumbent prices were ‘unlawful’ and needed to be adjusted. AT&T has appealed this
decision.

We believe that AT&T, Verizon and Centurylink did not submit cost data requested by
the FCC on purpose so as to cover up the cross-subsidies. The FCC wrote repeatedly that AT&T,
Verizon and Centurylink failed to provide any cost data to examine their pricing of special
access services. Some examples:

“106. Finally, the record does not contain cost data from AT&T, CenturyLink,

Frontier, or Verizon in support of their use of all-or-nothing provisions, which

would be necessary to make a finding that these provisions are just and

reasonable. In that regard, the Designation Order directed that the incumbent

LECs subject to this investigation provide both cost and efficiency justifications

related to the all-or-nothing rule.”

“131. Incumbent LECs have asserted that shortfall penalties are necessary to

compensate the carriers for the additional risks and costs they incur in providing

circuit portability. The Bureau instructed the incumbent LECs to provide specific
explanations of how their shortfall penalties were derived, including quantifying
these costs. For instance, the Bureau sought data to demonstrate the amount of
those costs and how they relate to the shortfall penalties they charge in order to
study whether or not they were reasonable. Although incumbent LECs continue to
assert that shortfall penalties are necessary to compensate the carrier for

“substantial” network and labor force costs they incur to provide circuit
portability, no cost study or other financial justification was provided, leaving us
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without a reasoned basis upon which to justify the disparate shortfall penalties
incumbents use in their tariffs. Significantly, no incumbent LEC has provided an
explanation of or identified any costs it incurs when a customer fails to meet its
percentage commitments that are greater than the costs it would incur in providing
the service under terms of the tariff. We further find it likely that, consistent with
the assertions of their competitive LEC customers, the providing incumbent LEC
avoids certain costs when it does not provide a service.”

Multiple, Massive Cross-Subsidies of Special Access Pricing, Profits and Expenses

We have not only corroborated CFA’s macro analysis, showing $18-20+ billion in
overcharging annually, but this number is low. Moreover, our data clearly demonstrates that the
FCC can never determine the right pricing as the models being suggested are not based on actual
expenses—and worse, using these models immortalizes the massive overcharging and cross-
subsidies.

And unfortunately, there are multiple problems with using formulas to determine the
price of special access services. Simply put, the prices charged by AT&T, Verizon and
Centurylink have no relationship with the actual cost to offer special access services; the various
incumbent utilities have cross-subsidized the costs to place the majority of costs into local
service, which includes the construction and network (known as “plant”) costs. And the actual
prices to the end user are ‘made up’ and have no relationship with the actual costs paid by the
line of business.

At the same time, the affiliated wireless services do not pay market prices for access
service; wireless has cross-subsidized their CapEx as well, having the wireline networks, and

mostly local phone customers, pay these expenses.
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Unfortunately, all competitors pay market prices; they must also pay the CapEx and plant
costs they incur and they can’t cross-subsidize their other expenses with the incumbent and
captured wired customers. Thus, all end users are paying made up fees that ‘resemble’ actual
costs but are not based on actual costs.

All of this maneuvering has made the local phone networks look unprofitable. It reduces
the revenues credited to them, and most important, adds billions per state in expenses. While
special access networks are actually Title Il and part of the state utility and utilize the exact same
wires as phone service, they have been segmented so that their revenue, profits and expenses are
now manipulated.

Size of the Special Access Market and the Embarrassment of being Correct.

In May 2014, New Networks Institute wrote a report “It’s All Interconnected”, with
David Bergmann, Esq and it was published by Public Utility Law Project, PULP. In that report
we highlighted the special access revenues from Verizon NY taken directly from Verizon NY’s
own annual reports and we extrapolated the size of the US Special Access market.

We noted that there were 2 distinct categories: TDM-based special access that are
telecommunications and are were part of the Verizon New York Annual report accounting as
well as the FCC’s ARMIS reports. Another category, which we called ‘black hole’ revenues was
identified when comparing Verizon New York’s SEC reports filed for the same year. In 2010 it
showed that there was an additional $2.3 billion in revenues, but there was no information—but,
based on our experts, it was also included ‘special access’ revenues.

Using this as a model, we concluded that in 2013 there was $23.4 billion in special access
TDM revenues as well as the additional revenues which brought the total to $45 billion. This

went against the ‘common wisdom’, which claimed special access was only $12-18 billion;
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common wisdom was wrong. Our report has been filed with the FCC and New York state by
multiple parties in multiple dockets in 2014 and 2015.

17 months later, the FCC’s data collection for special access concluded that there was
$24 billion in TDM-mostly copper special access and $45 billion (fixed in 2016) in total
revenues.’

How many Total Access Lines are there in America or by State in 20167

In March 23, 2016, NNI wrote a letter to the FCC2 filed in a number of FCC proceedings®
detailing that the FCC has failed to supply the actual number of special access lines in service in
America... for 2013, much less 2016, and it is time for the FCC to do this primary act. The
incumbents have manipulated the accounting of lines for public policy decisions—to shut off the
copper, for example — and the FCC’s recent data gathering exercise has excluded the vast
majority of special access users. i.e. businesses with less than $5 million in billing.

At the end of 2007, the FCC’s ‘Statistics of Common Carriers’ claimed that there was a
total of 424 million access lines in service in America, and 379 million belonged to the
"Regional Bell Operating Companies”, "RBOCs", who are now AT&T, Verizon and

CenturyLink. While there are caveats about what constitutes ‘access line, (and equivalent) one

" Caveat Emptor To add insult to injury, Bruce Kushnick was blocked from examining this new FCC data because
AT&T and Verizon both filed to stop access to this information and the FCC, violating our right to participate,
agreed with AT&T and Verizon. We did not file an appeal because, to be frank, the FCC’s data and analysis is
flawed and we would not want complications and accusations as we confront AT&T and Verizon’s data, not to
mention the FCC’s own failures in properly analyzing the market, especially in dealing with the cross-subsidies that
the FCC’s own expense allocation rules created. And while much of these rules have been subject of forbearance ,
(and the FCC’s data collection stopped in 2007) the new data collection efforts are not accurate, these cross-
subsidies remain in place and have had damaging affects on the public, as seem from the massive overcharging that
CFA and NNI have uncovered.

8 http://newnetworks.com/fccustarefresh/

% RE: Petition of USTelecom for Declaratory Ruling That Incumbent Local Exchange

Carriers Are Non-Dominant in the Provision of Switched Access, WC Docket No. 13-3. Re:
USTelecom Petition for Forbearance from Certain Incumbent LEC Regulatory

Obligations, WC Docket No. 14-192; Connect America Fund, WC Docket No. 10-90.
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thing is certain; Special Access TDM revenues went up over 50%, so there could be as many as
600 million total lines.

The incumbents, including Verizon New York claims they have ‘lost lines’— with only
2.7 million access lines left; however, in every account, the companies have manipulated the
definition of lines to leave out ALL other lines, except 1 class, POTS, Plain Old Telephone
Service. This leaves out competitor lines, FiOS lines, DSL Lines, specific business class lines
and most importantly all Special Access lines. Counting the increases in special access revenue,
in 2007 there were 47 million lines listed in the FCC Statistics of Common Carrier report in just

New York. There are probably around 65 million total access lines in just New York State.°

Examining the FCC’s own accounting rules — The Big Freeze.

In 2001, the FCC “froze” the calculations of expenses that are used in every state, based
on the year 2000 — and this freeze will continue until the year 2017.!

It now assigns the majority of all expenses to the Local Service category, making it look
unprofitable. There have been no audits or investigations by either the state commissions or the
FCC for the last 15 years. The same phrase has appeared in some form since 2000— ““until
comprehensive reform could be achieved”.

There have been no audits of the affiliate transactions and no state has audited the
financial books of the incumbent utility networks. And yet, while much of the rules have been

subject to forbearance there has been no changes in accounting — nationwide, it would seem.

10 Note: NNI has been filing about the lack of inclusion in special access lines of access line
accounting since 2009, and has filed multiple times with the FCC. The report “It’s All
interconnected”, published in May 2014, included the impacts of access line accounting in New
York; it also supplied accurate accounting of the size of market, 17 months prior to the FCC’s
announcement.

11 http://newnetworks.com/fcchigfreezetimeline/
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The data we have looked at and the failure of the companies to offer any evidence on cost

raise a host of issue that should trouble the FCC.

Verizon Wireless rents the BDS wires of the state utility for wireless, and had the state
utility build the networks, mostly paid for by the utility’s wireline capX.

Verizon Wireless used some, if not most of state-utility capx for wires to cell sites.
Verizon Wireless paid a fraction of special access payments to use the networks.
Competitors pay retail for construction.

Competitors pay retail for special access use.

Wireless construction is in the wired service capX, and more specifically Local
Service capx, which is supposed to be used for maintenance and upgrades.

Consequence:

Lack of wireless payments to the state utility and use of capX created added
expenses, less revenues and created massive losses.

The losses were used to claim the networks are unprofitable and for rate increases.
The losses mean that the state utility doesn’t pay income and other taxes.

Cities did not get wired because the money was diverted to fund wireless.
Competitors are put at a major disadvantage in multiple ways.

State Utility (TDM) based Special Access and Black Hole Revenues

There are 2 distinct financial buckets for Special Access—The FCC claimed that 60% or

$25 billion were mostly based on the existing copper wires, (TDM), and that there was an

additional 40%, bringing to the total to $45 billion—which we dubbed the “Black Hole

Revenues”.

State Utility based Special Access

TDM Special Access is paying a fraction of all expenses, including construction and
corporate operations, inflating special access profits.

TDM Special Access prices are inflated to all customers.
TDM Special Access wholesale prices to competitors are inflated.

Local Service paid the majority of plant costs, including network services used for
special access.

Consequence
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Local Service customers are paying extra for special access expenses that should be
charged to the special access line of business.

Special Access has obscene profit margins because it is not paying the costs based on
the revenues generated or the expenses incurred to offer the service.

Local networks were made unprofitable through added expenses; the state utility
doesn’t pay income and other taxes due to losses.

Black Hole Revenues

Black Hole: There are Special Access and other services that are substitutes for
special access on other financial books—that do not pay some, if any additional
construction or other expenses.

There are multiple financial buckets of Black Hole revenues.

Black Hole revenues increases expenses, but does not increase revenues to the wired
utility.

The FCC’s Cost Allocation Rules Caused these Cross-Subsidies;

Dubbed the “Big Freeze”, in 2001, the FCC ‘froze’ the way expenses were divided up
among the lines of business, and based this on the year 2000. As Local Service
revenue declined, the percentage of expenses remained with Local Service.

No Data

The FCC has done no audits or investigations of the cross-subsidies
The FCC’s ARMIS data did not track ‘Black Hole’ revenues.

Current data is incomplete, only counting companies that spend $5 million in special
access billings—80% of all companies are under 5 lines;

The FCC has not supplied any info about the actual number of special access lines in
service.

The FCC is planning on using mathematical models for pricing of services; it doesn’t
include actual costs and misses the entire cross-subsidy issue.

This is a National Problem—The FCC rules are federal, and thus applied in all phone

companies.

The FCC Is Requesting Information on How to Price Wholesale and Retail Special Access
Services — But It Is Using a Mathematical Model Vs Actual Expenses Paid by the Line of

Business.

Simply put, the FCC’s discussion relies on cost models that are NOT based on actual

costs, such as CACM.
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Connect America Cost Model (CACM) Methodology Documentation?? Shows No
Actual Costs Used.

Overview: Modeled network efficiency is a product of CACM’s using real-world
optimized algorithms to minimize road distances, current technology selections, current demand
targets and related engineering rules.

“CACM estimates the cost to provide voice and broadband-capable network connections
to all locations in the country. In its entirety, CACM provides specific details at the Census
Block level, for both (1) the forward-looking cost to deploy and operate carrier grade Voice Over
Internet Protocol (cVolIP) service and a broadband-capable network and (2) universal service
support levels for that voice and broadband-capable network.

“The voice and broadband-capable cost development process in CACM is based on the
follow key criteria:

1. Forward--Looking Cost Methodology.

2. Network Topology and technology consistent with efficient technologies

being deployed by service providers today.

3. Granular details / calculations to the Census Block level for all locations.4

This model is not based on what the line of business actually pays. Nor is it relevant to
Special Access/BDS-type services, as it is focused almost exclusively on mass-market retail

services.

Massive, Multiple Cross-Subsidies of Special Access, Wireless Special Access and Local
Service

1) Verizon Wireless Did Not Pay for the Construction Budgets Used for Wires to the
Cell Sites.

Fran Shammo, Verizon’s CFO, told investors in 2012 that the wireless company’s

construction expenses have been charged to the wireline business.!?

12 https://apps.fcc.gov/edocs_public/attachmatch/DOC-321626A1.pdf
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“The fact of the matter is Wireline capital—and I won’t get the number but it’s
pretty substantial—is being spent on the Wireline side of the house to support the
Wireless growth. So the IP backbone, the data transmission, fiber to the cell, that
is all on the Wireline books but it’s all being built for the Wireless Company.”

And the New York State Attorney General in 2012 wrote that VVerizon was cross-
subsidizing its wireless deployments with the wireline capX. According to the NY Attorney
General, about 75% of Verizon NY’s wireline utility budget has been diverted to fund the

construction of fiber optic lines that are used by Verizon Wireless’s cell site facilities and FiOS

cable TV.1

“Verizon New York’s claim of making over a ‘billion dollars’ in 2011 capital
investments to its landline network is misleading. In fact, roughly three-quarters
of the money was invested in providing transport facilities to serve wireless cell
sites and its FiOS offering. Wireless carriers, including Verizon’s affiliate
Verizon Wireless, directly compete with landline telephone service and the
company’s FiOS is primarily a video and Internet broadband offering....
Therefore, only a fraction of the company’s capital program is dedicated to
supporting and upgrading its landline telephone service.”

AT&T has been doing the Same Wireline Capx Cross-Subsidy for Wireless.

This is just one of the executives discussing the fact that the wireline company cross-
subsidized the ‘wireless side of the business’ AT&T's (T) Management Presents at Wells Fargo
2016 Convergence & Connectivity Symposium (Transcript)®®, June 21, 2016

“The other thing I would say is, we’re kind of breaking down the barriers between

wireless and wire line. I came more from the wire line business and had always a

little bit of frustration for me because for many years before | picked up

operations in construction and everything for the wireless side of the business, in

the wire line world, I was spending a lot of money that was directly supporting the
wireless operation, but it showed up as wire line spend. So we’re not that good at

13 http://lwww22.verizon.com/investor/DocServlet?doc=goldman_vz_transcript_092012.pdf

14 http://documents.dps.ny.gov/public/Common/ViewDoc.aspx?DocRefld=%7BE46EDB40-99B2-4664-8BE4-
A9646D09BBBF%7D

15 http://seekingalpha.com/article/3983460-ts-t-management-presents-wells-fargo-2016-convergence-and-
connectivity-symposium-transcript?part=single
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allocating those expenditures. So | think now if you look at the degree of
integration that we’re seeing at least at AT&T that we’re getting the benefits of
that whether you look at what we’re doing for our fiber to the prem build-out. We
are able to put fiber in there for cell sites or vice versa if we need to build
gigabyte Ethernet connectivity for cell site we look a route and say well, we see
fiber to prem plan there, so we’re getting better leverage in that regard.”

Competitors Pay Retail for Construction

Sprint filed in the Special Access proceeding that there are major construction costs to

put in a new service.

“According to Sprint, “construction costs to reach a single customer located 500
feet from an available node or splice point can, in some cases, exceed $400,000
[and] the provider must install electronics at the customer’s location, which can
cost between $20,000 and $50,000 or more depending on the services needed at

the location.” Sprint Reply at 25 (citing Carey Decl. at para. 9(c)).”

Verizon Wireless Paid a Fraction of Special Access Payments to Verizon NY (VNY),
Compared to Sprint, 2009-2010, Special Access Prices are Inflated for Sprint and All

Customers.

This exhibit includes:

A) Documented payments to Verizon NY, the wireline utility, from Verizon Wireless

(Cellco) and Sprint.

= For Billing & Collections and Network Access, Cellco paid $95 million in 2010;

Sprint paid $104 million.

B) The approximate number of wireless subscribers in NY State by carrier.

= Sprint had about 3 million subs; Verizon had more than double that in 2010.
C) The annual cost per subscriber difference between Sprint and Cellco is huge.

= Verizon paid $13.46 on average; Sprint paid $37.96, a 286% difference.

A) Payment to VNY 2009 2010 Avg.
Verizon Cellco $78,000,000 | $95,000,000

Sprint $119,000,000 | $104,000,000

B) Subscribers

Verizon 6,242,040 6,589,450

Sprint 2,796,710 3,116,400

C) Per Sub ANNUAL

Verizon $12.50 $14.42 | $13.46
Sprint $42.55 $33.37 | $37.96
Sprint Vs VZ 341% 231% 286%
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ATTACHMENT A:
NNI ANALYSIS OF AT&T, VERIZON AND CENTURYLINK, MULTIPLE, MASSIVE
CROSS-SUBSIDIES, PROFITS AND EXPENSES.

TDM Special Access Paid a Fraction of the Capx and Plant Costs; Local Service Paid the
Majority; Local Service Paid the Majority of Plant Costs, Including for TDM Special

Access

These are the actual revenues and ‘plant’ costs for Local Service and Access Services, which
include Special Access, from Verizon New York’s 2014 Annual Report. It shows that while
Local Service, which is mainly POTS, Plain Old Telephone Service, (and add-on features)
brought in $1.4 billion dollars, Local Service was charged over $1.5 billion in just 2014 and in
just New York.

Verizon NY Network Costs; Local Service and Access Service, 2014

Local Service Access

Total Operating Revenues | $1,441,591,799 | $2,357,559,949
28% 45%

Network Costs $1,526,422,738 $787,625,710
46% 24%

Overpaid Underpaid

$923,931,653 | $1,484,890,157

Source: Verizon NY, New Networks Institute

Conversely, Access which includes special access services, brought in $2.4 billion in revenues
but only paid 24% in “Plant and Non-specific Plant” costs. If Access had been charged based on
revenues, it would have paid an additional $1.5 billion in expenses.

In fact, this financial snapshot only reflects the FCC’s finding that 60% of the market was TDM-
mostly copper based—and $25 billion in revenues; it does not include the additional 40% in
revenues, though the expenses for this additional revenue for construction probably was no
different and the company is able to cross-subsidize the Access market via local services.

Nationwide, Access Services Paid a Fraction of Expenses in All Categories, as Compared to
Local Service.

This next series of exhibits proves three things:

= In 2007, the three largest incumbent phone companies that control the state-based utilities
were all using the exact same FCC cost accounting rules for the allocation of expenses.

= This accounting placed the majority of all expenses into “Local Service”, making the
local networks look “unprofitable” by creating large artificial losses.

= “Access’ Services did not pay their fair share of expenses based on revenues.



Summary of Sample ILEC Local and Access Revenues
vs Corporate Operations And Network Expenses, 2007

Local Access
Revenue Avg. 60% 40%
Plant Avg 71% 29%
Corporate 73% 27%
Local Vs: Overcharge | Underpaid
Plant Avg 19% -29%
Corporate 21% -32%

Source: Last FCC ARMIS report, Data for the year 2007

The phone companies have all been using similar, if not identical series of formulas to calculate
the how corporate expenses and network costs will be allocated. We used two major expenses
Network Costs, (which are also called “Plant” and Non-Specific Plant), and “Corporate
Operations” expense, which is a garbage pail of all corporate expenses, lobbying, lawyers,
executive pay, etc.) that is divided up and placed in each state utility.

= Revenues: Local Service represented 60% and access (including special access),
represented 40%;

= Expenses: The expenses were disproportionately applied to Local Service.

= Network Costs and Corporate Operations expenses represented a 72%-28%
differential; i.e., 72% of the expenses were applied to Local Service, 28% to Access
charges.

= NOTE: We used only these two categories and left out ‘unregulated’.

The Bottom Line: AT&T and Centurylink appear to have applied the same FCC cost accounting
rules to the allocation of expenses, at least in 2007, as we documented with Verizon. The
conclusion, then, unless something dramatically changed, which our team is unaware of, all three
companies have been miss-allocating expenses to cross-subsidize their other business. Access
Services underpaid about 29% of Plant based on revenues as compared to local service and it
underpaid about 32% of corporate expenses.

Revenue, Corporate Operations and Network Costs Summary by Company, 2007

Revenues Local Access
AT&T 65% 35%
Century S57% 43%
Verizon 58% 42%
Network Expense
AT&T 73% 27%
Century 72% 28%
Verizon 69% 31%
Corporate Operations
AT&T 74% 26%
Century 73% 27%
Verizon 71% 29%




Series used. We used a sample of the ILEC companies. Since they are all within a small range of
variance, we assume any of the other states would fall into these ranges.

ILEC Local and Access Network Costs, 2007

Local Access Local | Access
AT&T-Illinois Bell $463,353 $140,998 77% 23%
AT&T-Southwestern - Kansas $ 78,898 $ 33,711 70% 30%
AT&T-Ohio Bell $263,754 $ 89,970 75% 25%
AT&T-Pacific Bell - California $1,048,823 $371,645 74% 26%
AT&T-BellSouth-Tennessee $159,707 $ 58,923 73% 27%
AT&T-Southwestern - Texas $727,170 $304,682 70% 30%
Centurylink-Qwest-Colorado $205,190 $ 77,849 72% 28%
Centurylink-Qwest-Oregon $ 70,590 $ 28,847 71% 29%
Verizon-GTE California $257,581 $ 81,441 76% 24%
Verizon Florida LLC $164,737 $ 59,653 73% 27%
Verizon-Maryland $230,318 $ 97,218 70% 30%
Verizon NE - Massachusetts $354,851 $205,317 63% 37%
Verizon New Jersey $413,030 $181,189 70% 30%
Verizon New York Telephone $1,157,099 $612,112 65% 35%
Verizon Pennsylvania $372,537 $151,936 71% 29%
Verizon Washington D.C. $ 45,217 $ 25,578 64% 36%
Average: 71% 29%

Source: Last FCC ARMIS Report, 2007 Data, New Networks Institute

CALCULATING OVERCHARGING AND UNDERCHARGING OF LOCAL SERVICE AND
SPECIAL ACCESS

Verizon NY Local Service and Access Revenues and Expenses, 2014

These represent the actual revenues and expenses of Verizon New York, as told by the submitted
annual reports, which replicate the FCC’s ARMIS information.

IMPORTANT: This analysis is only for the TDM-telecommunications special access services
leaves out approximately 40% of the revenues, but a much smaller percentage of the expenses.

Local Service was 27.4% of revenues in 2014, Access was 45.1%.

Local Service paid 56.8% of all expenses, Access paid 25.6%

Local Service, based on just revenues, overpaid by $1.7 billion;

Access underpaid by $1.3 billion; -- 53% of excess profits.

Special Access was 82% of total Access.

Nationwide, Local Service was overcharged by $25 billion, Access underpaid by $18

billion

= Five Years for Verizon New York came to $5.5 billion of underpaying for Access, Local
service was overcharged by $6 billion

= Nationwide estimate: Local Service was overcharged by $86 billion, while Access

underpaid by $78 billion.



Local Service are the revenues derived from POTS phone service and ancillary services,
like Call Waiting.

Access are the fees paid to use the networks or special access lines.

Non-Regulated is a ‘catchall’ for anything that was regulated before, then deregulated or
was never regulated — but are classified as ‘telecommunications’.

IP services are NOT on these financial books and are in the ‘black hole revenues

l.e., the FCC currently claims that the mostly copper-based TDM ‘“special access’
revenues were $24 billion in 2013 and represented about 60% of the total special access
lines. These would be part of this data. The total was $45 billion, (changed in 2016
without any specifics), and so $45 billion minus $24 billion or $21 billion of revenues
would be in the ‘black hole’, but the expenses are mainly on these financial books.

Caveats:

The wireless expenses, FiOS and Special Access wireline build outs are included within
the construction budgets charged to local phone customers.

Local Service paid $1.5 billion in network costs in just Verizon NY and in just 2014.
Local Service only brought in $1.4 billion in revenues.

Even adjusted for to match the revenues—Local Service would be paying 27.4% of
network costs or $904 million for just New York in 2014.

Verizon claimed it has stopped spending on copper-based networks and only spent about
$200 million for all of the East Coast for the last 6 years.

Nonregulated revenues and expenses contain ‘access’ services but it is unclear what
exactly is in this category.

Large amounts of revenues and ‘affiliate transaction payments are not on these
financial books. This includes items like the modem rental or the sale of Verizon Online
services. It does not include Verizon Wireless revenues in New York State, which are
estimated to be over $6 billion in 2014.

Verizon NY Revenues by Line of Business, 2014

Local Service was 27.4% of revenues in 2014, Access was 45.1%

Local Service Access
Revenues $1,441,591,799 | $ 2,357,559,949
%o of total revenues 27.4% 45.1%




Verizon NY, Percentage of Expenses Paid by Line of Business

= Local Service paid 56.8% of all expenses; Access paid 25.6%

Local Service Access
Corporate 60.4% 29.5%
Marketing 52.6% 24.9%
Network expenses plant 46.3% 23.9%
Customer service 68.0% 24.4%
Average 56.8% 25.6%

Overpaid Local Service and Underpaid Access, 2014

= Local Service, based on just revenues, overpaid by $1.7 billion; Access underpaid by
$1.3 billion; 53% of excess profits. Special access was 82% of total Access.

2014 Overpaid Under-paid

Local Access

Corporate $854,547,391 | $  (406,595,966)
Marketing $ 85,730,932 | $ (69,110,178)
Network Costs $ 616,964,485 | $  (699,690,155)
Customer Service | $ 163,705,230 | $ (83,770,972)
Total $1,720,948,039 | $ (1,259,167,271)
119% -53.4%

Overcharging and Undercharging Nationwide, based on Verizon NY, 2014
= Nationwide, Local Service was overcharged by $25 billion, Access underpaid by $18

billion

Overpaid Under-paid

Local Access

Corporate $12,207,819,872 $ (5,808,513,802)
Marketing $1,224,727,597 $ (987,288,263)
Network Costs $8,813,778,362 | $ (9,995,573,640)
Customer Service $2,338,646,148 | $ (1,196,728,167)
Total $24,584,971,979 | $ (17,988,103,872)




Five Year Overcharging and Undercharging Nationwide, based on Verizon NY, 2000-2014
= Nationwide, Local Service was overcharged by $86 billion, over the last five years, while
Access underpaid by $78 billion.

Verizon NY Overcharged Undercharged

Local Service Access
Plant Specific $2,171,647,169 | ($3,089,433,774)
Marketing $302,641,724 ($346,794,709)
Customer Service $581,102,454 ($382,146,536)
Corporate $2,934,738,847 | $(1,652,144,107)
5-Year NY $5,990,130,194 | ($5,470,519,126)
Nationwide $85,573,288,486 | $(78,150,273,229)
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EXECUTIVE SUMMARY
THE IMPORTANCE OF SPECIAL ACCESS TO CONSUMERS AND THE ECONOMY

As digital technology spreads through society, the communications sector and the
Internet become the core of the digital economy. The size and importance of
communications grows dramatically. Many activities that took place in physical space
now take place in cyberspace and are dependent on communications. By substituting
communications as an intermediate factor of production for physical transportation
transaction costs are lowered, increasing economic efficiency. Those, intermediate goods
or services are consumed by businesses to produce the goods and services they sell to the
public.

A wide range of businesses and public agencies need secure, dedicated high-
speed, high-capacity connections to the wireline communications network to function
well. Plain old telephone service does not meet the service and quality needs of an
increasing array users and uses that must rely on special access services. These include

o cellular service,

e small, medium, and large businesses that need much more capacity
than a single telephone line,

e branch networks (like ATM’s or gasoline stations), who have many
nodes that need to be online all the time, and

e businesses like health care providers, who need to move large
quantities of data between their offices, frequently in real time.

Digital communications are not free, however. They have significant costs. The
cost of those intermediate goods and services are recovered from consumers in the prices
they pay for everything they buy. Today, special access is a $40 billion per year
business, which works out to about $300 per household, which is almost equal to what
they spend on landline telephone service.!

THE ABUSE OF MARKET POWER IN THE SPECIAL ACCESS MARKET

This paper shows that about half of the total bill paid to the large incumbent local
phone companies for special access service, who control between five-sixths and nine-
tenths of the special access market, is the result of the abuse of market power — i.e. setting
prices far above costs to earn excess profits.

The large incumbent local phone companies have been able to abuse their market
power because the Federal Communications Commission deregulated this market long
before there was effective competition. The FCC claimed that competition would
quickly erode the immense market power enjoyed by the incumbent local telephone
companies in the special access market. The FCC was wrong; competition has not been
able to discipline the abuses.

Because of the importance of special access as an intermediate good, the $20
billion in annual overcharges suppresses a significant amount of economic activity,



reducing economic output by at least another $20 billion. The magnitude of the harm has
been growing steadily, so that the cumulative value of economic losses over the past five
years is in excess of $150 billion.

METHODOLOGY AND DATA

The paper relies on a standard welfare economics analytic framework adopted by
liberal and conservative analysts. It uses traditional measures like the Lerner Index,
which measures the markup of prices over costs, and the HHI index, which measures
market concentration in a way that is directly related to the Lerner Index. The empirical
framework adopts the thresholds routinely used by the Department of Justice and the
Federal Trade Commission to characterize markets and quantify the harmful impact of
the abuse of market power.

Ironically, as the FCC’s prediction about the growth of competition failed over
the course of the first decade of the 21% century, instead of correcting its mistake, it
simply stopped gathering and publicly reporting data. Only recently did the FCC agree to
compel the companies to provide data on the special access market. Unfortunately, that
data is stamped confidential and remains out of view to the public behind a veil of
secrecy.

This paper uses only publicly available data to demonstrate the existence and
magnitude of the problem. Although we have not had access to or relied on any of the
proprietary data, what is visible in the public record strongly supports the analysis
contained in this paper.

FINDINGS

The special access market is far above the level the Department of Justice and the
Federal Trade Commission use to define a highly concentrated market. A highly
concentrated market is defined as one and HHI of 2500 (the equivalent of four equal-
sized firms). The national average HHI for special access is three times that figure —
between 7,000 and 8300. In many instances, business have only one special access
service provider available. Even where there are two, a duopoly does not provide
effective or workable competition to discipline pricing.

Theory predicts that the high level of concentration in the special access market
would result in large overcharges and extremely high excess profits; reality conforms to
the theory. The paper shows that costs have been plummeting, but, absent competition or
effective regulation, prices have not come down. The dominant sellers of special access
use their market power to keep prices up and pocket the cost savings as excess profits.
The last time the FCC made the cost and profit data available, the local phone companies
were earning rates of return almost ten times what the FCC had determined to be
reasonable.

The paper shows that the dramatic increase in profits is well predicted by publicly
available estimate of three factors that determine the cost of service — dramatically
declining equipment costs, a reduction in the costs of capital and declining operating



costs. The underlying trends have not changed since the FCC stopped gathering data.
Therefore, the problem has only gotten worse since the FCC stopped gathering data.

The evidence of the abuse is reinforced by a comparison between regulated and
unregulated prices in the U.S., as well as comparison with international data. There is
also a great deal of qualitative evidence in the record of abusive practices, like rates,
terms and conditions that lock customers in to incumbent services and freeze out
competition. Table ES-1 summarizes the key elements of the analysis demonstrated with
publicly available data and supported in the hearing record.

TABLE ES-1: SUPPORT FOR KEY ELEMENTS OF THE ANALYSIS IN THE HEARING
RECORD!

Basic Conditions? Perverse incentives
Franchise Monopoly History?® Vertical integration, Merger wave®3
Few Substitutes* Regulatory shenanigans*
Inelastic Demand and Supply® Anticompetitive Conduct
Declining Costs & Rapid Growth® Price®®
Market structure Price squeeze'®
Concentration/Inadequate Competition’ Lock-in Terms and conditions'’
Barriers to Entry® Performance
Deployment Costs® Price above costs'®
Network Effects'® Excess profits®
Incumbent Advantage* Macroeconomic Losses®
Weakness of Alternatives!?

Sources:

1 All citations are to the record in the Matter of Special Access Rates for Price Cap Local Exchange Carriers, AT&T Corporation
Petition for Rulemaking to Reform Regulation of Incumbent Local Exchange Carrier Rates for Interstate Special Access Services,
WC Docket No. 05-25, RM-10593.

2 The welfare economic framework animates and described in detail in several of the major discussion, e.g. Declaration of Bridger
Mitchell, Attached to Comment of Sprint, January 19, 2010, (Hereafter Mitchell Declaration); WIK-Consult Report, Ethernet
Leased Lines: An International Benchmark, January 2016, Attached as an Appendix to “Reply Comments of BT Americas,”
February 19, 2016, (Hereafter, WIK-study). The WIK study provides a review of the literature that demonstrates the lack of
competition and economic harm of abuse of market power in special access services (pp. 45-47); Peter Bluhm with Dr. Robert
Loube, Competitive Issues in Special Access Markets, National Regulatory Research Institute, January 21, 2009, pp. 25-30, also
provides a review of previous studies (Hereafter, NRRI); Reply Comments of the National Association of Utility Consumer
Advocates and the Maryland Office of People’s Counsel, February 19, 2016, argues for the traditional approach, p. 6
(Hereafter NASUCA, 2016).

3 Declaration of Lee L. Selwyn on behalf of the Ad Hoc Telecommunications Users Committee, January 19, 2010, (Hereafter
Selwyn), shows the compelling logic of the deployment of telecommunications network in franchise territories; The technology
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I.INTRODUCTION
THE IMPORTANCE OF SPECIAL ACCESS

As digital technology spreads through society, the communications sector and the
Internet become the core of the digital economy and the size and importance of
communications grows dramatically.” Many activities that took place in physical space
now take place in cyberspace and are dependent on communications. By substituting
communications as an intermediate factor for physical transportation transaction costs are
lowered, increasing economic efficiency. Intermediate goods or services are consumed
by businesses to produce the goods and services that they sell to the public.™ In fact,
over the course of the past quarter of a century. The role of intermediate goods in the
economy has grown dramatically, from 30% to 40% of the national economy."

Digital communications are not free, however. They have significant costs. The
cost of those intermediate good are recovered from consumers in the prices they pay for
them.

A good example of this is mobile wireless service, which have become the largest
component of the household communications budget.” In order for a consumer to place
or receive a mobile wireless transmission, the consumer uses all the facilities that connect
the transmission from end-to-end. When the consumer originates the transmission, it is
carried from the handset to a cell tower. Once it gets to the tower, it must be hauled back
to a point where it can connect to the nationwide communications network. The
provision of this “middle-mile” link in the communications network is just as necessary
to a successful transmission as the “first mile” link to the consumer.

Since the backhaul is to a connection point with the telephone network, high
volumes of traffic are aggregated at the cell tower and the backhaul generally takes place
over high volume wireline facilities. These facilities that are essential to the
communications are needed on both ends of the transmission. Mobile wireless carriers
usually purchase these services, called “special access” from wireline incumbent
telephone carriers. As such, when the consumer pays her mobile wireless bill she pays
the cost of the middle-mile special access backhaul for both the originating and
terminating areas.

Moreover, a wide range of businesses and public agencies, including hospitals,
schools, libraries, and public safety offices also need secure, dedicated high-speed, high-
capacity connections to the wireline communications network to function well. Plain old
telephone service does not meet the service and quality needs of an increasing array users
and uses that must rely on special access services:

e mobile broadband and phone service,

¢ small, medium, and large businesses that need much more capacity
than a single telephone line,



e branch networks (like ATM’s or gasoline stations) that have many
nodes that need to be online all the time, and

e Dbusinesses like health care providers, who need to move large
quantities of data between their offices, frequently in real time.

There are millions of end-users spread all over the map, so the efficient way to
meet their needs is to deploy a ubiquitous network. This is how and why the telephone
network was developed.

The costs of special access are passed through to consumers as are all routine
business costs. Today, these special access services are a $40 billion a year business for
large incumbent telephone companies. That equals over $300 per household. As shown
below, the abuse of market power in special access is so profound, that half of that figure
is an excess cost imposed on consumers who ultimately pay the bill.

PASS THROUGH OF SPECIAL ACCESS COSTS

While that is certainly a large enough number to get our attention, we must ask,
“do households actually pay these costs?”” The answer is clearly “Yes.” These costs are
just like any other commercial costs in the economy. When a farmer pays for fertilizer or
the delivery driver gets his paycheck, these are business costs that are recovered in the
price of the related goods and services.

In fact, when econometric models of the economy are constructed, they rely on
end use prices and values to capture the cost and value of intermediate goods. Since
communications are replacing transportation as a central means of commerce, it is
instructive to examine how transportation costs have been treated in economic analysis."

Because transportation is well recognized as an intermediate good whose costs are
passed through, it is a useful analogy. The Mid-Atlantic Freight Coalition confirms the
pass through of transportation costs in a recent report on how transportation and logistics
consume a significant portion of household budgets. According to the report,

“the freight logistics system costs... which is spent moving and warehousing
goods... factors into the cost of every product we buy. Anything that industry or
government can do to make the logistics system more efficient will return benefits
in terms of lower cost and greater global competitiveness.”vi

The importance of communications in economic models is reflected in the high
multiplier it is given in the models. In order to build a model of the economy, analysts
study the places where a sector purchases inputs and sells output. Typically, the more
places that are touched by a sector, the larger its multiplier.

While the recognition that transportation costs are paid by consumers is obvious,
the concept is reinforced by the observation that although communications are a small
part of the total economy, they have an outsized impact on the cost of goods and services,
which is reflected in the way input output models describe the economy. In building
these models, the pass-through is assumed.



Transportation is an economic factor of production of goods and services, implying
that relatively small changes can have substantial impacts on costs, locations and
performance. ..

Transport also contributes to economic development through job creation and its
derived economic activities... Producers and consumers make economic decisions
on products, markets, costs, location, prices which are themselves based on
transport services, their availability, costs and capacity."™

During the formulation of the National Broadband Plan, it was made clear that
broadband communications services play a vital role in the overall U.S. economy.™ The
central role of these services in the economy and the strategic location of special access
service, in particular, as a method to providing both fixed and mobile broadband services
means that the harm to the economy from the overcharges is magnified. Econometric
modelling suggests that the indirect effect on the economy doubles the out-of-pocket
burden.

PREMATURE DEREGULATION CREATED THE MARKET POWER PROBLEM

Until the passage of the 1996 Telecommunications Act, special access services
were subject to traditional price regulation and later price cap regulation because they
were provided almost exclusively by the incumbent local phone company. The 1996 Act
declared its intention to promote more competition in the local telecommunications
sector, but it did not eliminate the requirement that rates be just, reasonable and
nondiscriminatory. It expressed a desire for that outcome to be achieved as a result of
competition, rather than regulation.

In 1999, special access was one of the first services to be deregulated by
administrative action after the passage of the 1996 Act. Because so little time had passed
since the 1996 Act, it was clear that the dominant position of the incumbent local
telephone companies had not yet been weakened by competition. The Federal
Communications Commission (FCC) decision to deregulate was based on the prediction
that competition would grow. Sixteen years later, it is evident that the hope/prediction of
competition has not come to pass. The large incumbent local telephone companies still
have a stranglehold on the special access market, accounting for at least five-sixths of the
special access market and probably closer to nine-tenths.*

The FCC totally misunderstood the situation and its analysis was exactly
backwards. It worried that the new entrant would game the system, holding back on
entry to take advantage of the incumbent network, rather than build their own. The
opposite problem was much more important. The incumbents had a huge advantage in a
fully deployed network, the economic barriers to entry were immense and the incumbent
telephone companies had the strong incentive and ability to manipulate the system to
prevent entry and enjoy excess profits. The incumbents understood the immense market
power they possessed and they were very skilled at abusing it.

Thus, deregulation of the special access market is a striking example of premature
deregulation, a clear case of regulators removing their oversight before competition is
strong enough to prevent the abuse of market power. The result is rising prices and
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excess profits. This analysis puts the total direct pocketbook and indirect macroeconomic
costs of in excess of $150 billion.

One of the great ironies in the debate over the abuse of market power in the
special access market is that until 2007, the Commission collected and published data on
the costs and profits of special access services. That data clearly showed that competition
had failed to restrain pricing abuse. The response of the FCC, whose prediction that
competition would be effective had failed, was to stop collecting the data at the behest of
those large incumbents.

In addition to the strategy of hiding anticompetitive behavior behind a veil of
secrecy, the premature deregulation of special access exhibits another common strategy
used to hide its impact. The Commission engaged in technology/vintage bias. It
deregulated a specific new technology or facilities deployed after a specific date,
claiming that new facilities or technologies will be more competitive. Technology bias
introduces two processes that drive deregulation forward much faster than competition
develops.

First, incumbents with market power have strong incentives to lock customers
into the new services, where prices are unregulated, before competition gets going.
Second, asymmetric regulation of transactions in which services are identical is hard to
justify. Pressures build to treat like service similarly and the FCC uses this as an excuse
to deregulate all services, rather than reconsider whether the original deregulation
decision made sense. Addressing the mistake of inconsistency is used to divert attention
from the more fundamental error of premature deregulation.

The precise magnitude of the abuse of consumers is shrouded in secrecy because
the FCC stopped gathering and publishing data on special access as a routine practice.
Nevertheless, the public evidence that is presently available indicates that the pricing
abuse continues unabated. Hidden behind a veil of secrecy and embedded in consumers’
bills as an intermediate good, the billions of dollars of the abuse of market power in the
special access market impose on consumers have not received the attention they deserve.

II. A FRAMEWORK FOR ANALYZING MARKET PERFORMANCE AND
MARKET POWER IN COMMUNICATIONS MARKETS

Although my focus is on the empirical evaluation of the performance of a key
communications sector and the impact of specific policy choices, it is necessary to start
with a little theory and method to provide a grounding for the empirical analysis. | have
to explain why and how | measure market performance and outcomes.

MARKET PERFORMANCE

This paper takes a traditional and standard approach to economic analysis.X' The
structure of the market is assumed to have a major impact on the conduct of sellers and
buyers in the market, which determines its performance to a significant degree. It is not
only traditional, but also non-partisan. Progressive/liberal analysts, like Scherer, Ross and
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Shepherd, and laissez faire/conservative analysts, like Posner, Landes and Viscusi et al.

all take this approach. | use the concepts to describe industry structure and focus on key
aspects of the traditional approach to economic analysis — concentration, price, cost and

profits, which are addressed by these analysts.

A Progressive View of Market Analysis

Examining competition, concentration, prices and profits as the focal points of
analysis reflects the basic analytic framework that has defined U.S. economic policy in
two ways. As shown in Figure II-1, it accepts the prominent role that markets play (the
left hand column) and the fact that markets may not perform well (the performance
outcomes in the center column), which opens the door to an important role for policy (the
right column) to correct market imperfections and failures.

Scherer and Ross argued that “what society wants from producers of goods and
services is good performances. Good performance is multidimensional.”" They
concluded that markets should:

e De efficient in the use of resources and responsive to consumer
demand,

e Dbe progressive in taking advantage of science and technology to
increase output and provide consumers with superior new products,

e promote equity in the distribution of income so that producers do not
secure rewards in excess of what is needed to call forth services
supplied and consumers get reasonable price stability and

o facilitate stable full employment of resources, especially human
resources.

Scherer and Ross note that “Measuring the degree to which the goals have been
satisfied is... not easy, but relevant indicators include price-cost margins, rates of change
in output... and price levels.”™"" These are the primary measures analyzed in this paper.

In a workably competitive market firms are constrained by competitive market
forces to earn only a “normal” rate of profit. They do not have the power to set prices
unilaterally, through collusion or coordination of their conduct to gain excess profits.
They are also driven to invest and innovate, to win and hold customers, who have the
ability to choose which products to consume. This forces firms to be responsive to
consumer needs that evolve over time. X"

However, where markets are not workably competitive firms can set prices far
above costs to obtain excess earnings, slow innovation, restrict consumer choice and
deliver inferior goods and service. The concentration of a market — the number of firms
and their relative size — is a focal point of market structure analysis. The fewer the
number and the larger the size of leading firms, the greater is the ability to set prices up
and earn excess profits. At the center of the framework, as shown in Figure I1-1 is
market structure, defined primarily by the number and size of sellers. Figure I1-1



highlights the elements of the structure conduct performance paradigm (underlined text)

that will be called on in the remainder of this paper.

FIGURE Il-1: THE STRUCTURE-CONDUCT-PERFORMANCE PARADIGM

Industrial Organization Criteria of Workable Competition Policy
— Basic Conditions The number of traders should be at least as
I Supply Demand large as scale economics permit.
| Raw Material Price elasticity — There should be no artificial inhibitions on
Technology Substitutes mobility and entry
| Unionization Rate of growth There should be moderate price-sensitive
Product Durability ~ Cycles & seasonality quality differential in products offered
| I_’ Business Attitudes  Purchase method
| Legal Framework Marketing type / .:
|
11 1 Some uncertainty should exist in the minds of '\
| | rivals as to whether price initiatives will be ‘
Market Structure followed.
1 1 Number of sellers and buyers Firms should strive to attain their goals Public Policy
I—P Product differentiation independently, without collusion. Taxes and subsidies
11 Cost structures There should be no unfair, exclusionary, International trade rules
| | Vertical integration predatory or coercive tactics. l¢- Regulation
I Diversification Inefficient suppliers and customers should not ' Price controls
1 1 | be shielded permanently Antitrust
I 1 Sales promotions should be informative, or at Information provision
I 1 least not be misleading. Diversification
| I | Conduct — | There should be no persistent, harmful price
e discrimination N
Pricing behavior .
(| Product strategy & advertising .
I Research and innovation - — - .
— Plant investment Firms’ production and distribution operations .
Legal tactics should be efficient and not wasteful of "
resources.
Output levels and product quality (i.e. variety,
1 durability, safety, reliability, etc.) should
be responsive to consumer demands.
Performance Profits should be at levels just sufficient to
e reward investment, efficiency, and
w innovation
%}( Prices should encourage'rgtipnal choice, guide
Fullaq;employment {narke_ts towafd equnllbr_lqm and not
Equit intensify cyclical instability.
Equity Opportunities for introducing technologically
superior new products and processes
should be exploited
Promotional expenses should not be excessive.
Success should accrue to sellers who best serve
consumer wants.

Source: Gene Kimmelman and Mark Cooper, Antitrust and Economic Regulation: Essential and

Complementary Tools to Maximize Consumer Welfare and Freedom of Expression in the Digital Age,”
Harvard Law & Policy Review, 2015:9, based on F. M. Sherer & David Ross, Industrial Market Structure

and Economic Performance (3d ed. 1990), pp. 5, 53-54.
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A Conservative Perspective

In a seminal 1981 Harvard Law Review article,” William Landes and Robert
Posner, two of the leading Chicago school law and economics practitioners, use similar
concepts. They ask “what degree of market power should be actionable? They respond:
“the answer in any particular case depends on the interaction of two factors: the size of
the market (total volume of sales) and the antitrust violation alleged.”"!

In a section entitled Market Share Alone is Misleading, Landes and Posner argued
that antitrust authorities should take market fundamentals into account. In assessing the
potential impact of market power “the proper measure will attempt to capture the
influence of market demand and supply elasticity on market power.”"" Their intention
was to convince antitrust authorities to ease up on enforcement, but the proposition
should work in both directions. Markets that have low elasticities of supply or demand or
high total dollar stakes could certainly demand more scrutiny, not less. 1" Infrastructure
industries deliver service with the characteristics and, therefore, demand very close
scrutiny.

My purpose in this paper is not to debate whether or not the decision to pursue
economic and social goals through the market approach is the preferable approach,
although | have emphatically argued elsewhere that progressive capitalism is.X* Here, |
take the market paradigm as given and evaluate the performance of the communications
markets in terms of the goals and processes of the market model.

Although I have relied on publicly available data, the hearing record contains
strong evidence that supports each of the main elements of my analysis, as summarized in
Table 11-1-1. The specific details are redacted from the record, but the substantive
conclusions are crystal clear. Table I1-1 does not rely on the general statements of
companies. It cites only statements and reports of experts or specific empirical facts
placed in the record. It shows that the analytic framework laid out in Figure 11-1 is not
only apt, but the key elements that are used to identify and assess the extent of the failure
of competition and the abuse of market power in the special access market are well
documented in the record of this proceeding.

TABLE II-1: SUPPORT FOR KEY ELEMENTS OF THE ANALYSIS IN THE HEARING
RECORD!

Basic Conditions? Perverse incentives
Franchise Monopoly History? Vertical integration, Merger wave®3
Few Substitutes* Regulatory shenanigans®*
Inelastic Demand and Supply® Anticompetitive Conduct
Declining Costs & Rapid Growth® Price®®
Market structure Price squeeze'®
Concentration/Inadequate Competition’ Lock-in Terms and conditions'’
Barriers to Entry8 Performance
Deployment Costs® Price above costs'®
Network Effects'? Excess profits®®
Incumbent Advantage?* Macroeconomic Losses?
Weakness of Alternatives'? 11
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THE WELFARE ECONOMIC OF MARKET POWER

The analytic framework, focused on the extent of competition, which determines
whether market power exists, frames the empirical questions — the key pocketbook issues.
How is the communications market performing from the point of view of key goals?

Was there enough competition in the communications sector to prevent pricing abuse as
the regulatory oversight was relaxed?
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Basic Conceptualization

Given that the framework provides a potent tool for analyzing the special access
market, it is important to briefly explain the fundamental welfare economic principles
that underlie the structure conduct performance paradigm. The incentive for dominant
firms to raise prices and increase profits is basic to a balanced economic evaluation of
market performance and public policy. When a firm with market power raises prices, it
loses some sales (determined by the elasticity of demand). Why would it risk that? It
will do so if the increase in revenue from the remaining sales is larger than the lost
revenue from foregone sales, net of costs. The framing of the answer, as shown
graphically in Figure 11-2, appears in every basic textbook on economics, including all of
the sources cited above.

FIGURE I1-2: WELFARE EFFECTS OF THE ABUSE OF MARKET POWER
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Source: F. M. Scherer, F. M. and David Ross, Industrial Market Structure and Economic Performance
(Boston: Houghton Mifflin, 1990). pp. 34; William M. Landes, Robert A. Posner, “Market Power in
Antitrust Cases,” Harvard Law Review, 94 (5), p. 90; Kip Viscusi, John M. Vernon, and Joseph E.
Harrington, Jr., Economics of Regulation and Antitrust (Cambridge: MIT Press, 2000), p. 79; William
G. Shepherd, The Economics of Industrial Organization, 1985, p. 31.

As Figure 11-2 shows, in a competitive market, firms must sell at the competitive
price, which “shares” the economic surplus between the consumer and the producer.
Firms with market power raise prices to the point where the marginal revenue equals
marginal costs. This maximizes profits. This lowers consumer surplus, but increases
producer surplus. It creates some deadweight loss (inefficiency) and the total social
surplus is diminished, but that is not the concern of the producers. They care only about
their profits.*

Figure 11-3 shows the pattern of change in a competitive market when the cost of
producing goods declines through, for example, technological progress. As the supply
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curve shifts, the total surplus expands. Both consumers and producers enjoy an increase
in surplus. The distribution of the gains (called the incidence and frequently analyzed as
tax incidence) is determined by the elasticities of demand and supply. If demand were
more elastic, consumers would get a larger share (producers would compete harder to
keep their business by passing through more of the cost savings).” The abuse of market
power in the context of falling costs increases the distortion in the distribution of surplus
between consumers and producers.

FIGURE II-3: THE INCIDENCE OF TECHNOLOGICAL PROGRESS ON THE SUPPLY-SIDE
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Source: A graph focusing on the division of surplus and the most complete discussion can be round
in Kip Viscusi, John M. Vernon, and Joseph E. Harrington, Jr., Economics of Regulation and
Antitrust (Cambridge: MIT Press, 2000), p. 77-78; William G. Shepherd, The Economics of
Industrial Organization, 1985, pp. 19-21; F. M. Scherer, F. M. and David Ross, Industrial Market
Structure and Economic Performance (Boston: Houghton Mifflin, 1990). pp. 24-29.

The Communications Sector

The desire of the 1996 to introduce greater competition into the communications
sector and decades of rhetoric about the superiority of competition have led to neglect of
important realities in communications markets. The harm that unregulated market power
can impose on consumers was ignored amid the euphoric praise of competition.

Infrastructure industries deliver service with relatively low elasticities. In fact,
they can be considered “necessities” since they have a combination of low price elasticity
and moderate income elasticity.™" The low price elasticity means it is difficult to go
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without communications or find good substitutes. The moderate income elasticity means
the good commands a significant part of the household budget all the way up and down
the income distribution, but the percentage declines as income rises. The important role
of communications in the broader economy and for households magnifies the ability to
exercise and the impact of the abuse of market power,

The communications sector provides a fertile ground for the abuse of market
power. Its size, great importance to the functioning of the economy and underlying
economic characteristics suggest that the existence and persistence of market power is a
particular problem and has made it the target of a great deal of public policy.™V
Elasticities of demand and supply are low compared to other sectors. Deployment of
facilities to compete with an incumbent communications network is costly and difficult.
Network effects, the ability to reach large numbers of customers to make the network
more valuable to each individual customer, are important.

Fundamental economies of scale, scope and network effects that the
communications sector exhibits would have been an obstacle to competition under any
circumstances. But, the 1996 Act’s competition policy was launched from a condition in
which monopoly power existed, having been built behind decades of franchise monopoly
that shielded the incumbents from competition and endowed them with a vast
communications network whose sunk costs had been paid by captive consumers. The
economic fundamentals combined with a ubiquitous network deployed behind the
protective wall of a franchise monopoly to give the incumbent local telephone companies
an insurmountable advantage. The difficulty of overcoming the advantage that had been
bestowed on the incumbents was vastly underestimated.

THE UNIQUE ECONOMICS OF THE DIGITAL REVOLUTION
The Importance of the Virtuous Cycle

The economics of the abuse of market power and the broader view of market
imperfections and market success are magnified by contemporary digital technologies.
The FCC argued in the National Broadband Plan, and a wide range of analysts agree, that
a “virtuous” cycle typifies the digital communications network (see Figure 11-4)."

FIGURE II-4: THE VIRTUOUS CYCLE OF INNOVATION AND INVESTMENT
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Source: Mark Cooper, 2015, “The ICT Revolution in Historical Perspective: Progressive Capitalism
as a Response to Marxist Complaints, Piketty Pessimism and Free Market Fanaticism About the

Deployment Phase of the Digital Economy,” Telecommunications Policy Research Conference,
September.
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As | described it in a recent paper, the virtuous cycle framework posits that
innovation and investment at the edge of the network are inextricably linked to
innovation and investment in the communications network itself in a recursive,

reinforcing feedback loop. Development of applications, devices, and content stimulates

demand for communications that drives innovation and investment in the supply of
communications network capacity and functionality. In turn, improving network

functionalities and expanding capacity make new applications possible, which stimulates

new demand and allows the cycle to repeat.*" The virtuous cycle is the particularly
powerful engine at the heart of the digital industrial revolution

The welfare economics of the virtuous cycle can be explained by extending the
analysis in Figure I1-4 above in two directions, as shown in Figure I1-5. There is a shift
in both the demand curve and the supply curve. The process unfolds in a recursive
pattern that has been sustained for several decades.

FIGURE II-5: DYNAMIC WELFARE EFFECTS OF THE VIRTUOUS CYCLE IN A
COMPETITIVE MARKET
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Special access stands at a key choke point that threatens the virtuous cycle, as
shown in Figure I1-6. Here it is critical to keep the product and geographic aspect of
market definition in clear view. Cable modem service dominates the residential
broadband Internet access service (BIAS) market. However, the best effort (BIAS)

service that meets the needs of residential customers does not meet the needs of business

customers for secure, high quality high speed Internet connectivity. The geographic
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aspect is important, too. The special access market is very much a build-by-building
(hyperlocal) product. Cable has not entered into the market for dedicated point-to-point
service. It has not pulled dedicated lines to businesses. The importance of eliminating
the abuse of market power in the special access market, which is dominated by the
incumbent local telephone companies, is highlighted at this moment because the digital
revolution is penetrating deeply throughout society. This is the period when the
synergies of the technological revolution spread across the economy.*Vi! The full
adoption of digital communications by the millions of businesses that need special access
can be hampered and distorted by the abuse of market power by the abuse of market
power.

FIGURE I1-6: SPECIAL ACCESS IS CENTRAL IN THE SYNERGY PHASE OF THE DIGITAL
REVOLUTION
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The Immense Power of the Third Industrial Revolution

It is obvious to even the most casual observer that a major technological
revolution is taking place in the communications sector. While many aspects of that
revolution can be examined, the one that is most central, given the analysis of market
performance, is the movement of costs in the economy.

As Figure 11-7 shows, there has been a dramatic decline in costs. Figure 11-6
shows two key categories of costs for communications equipment, network equipment
and customer premise equipment. It is important to keep in mind that these are estimates
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FIGURE II-7: DECLINING EQUIPMENT COSTS IN THE DIGITAL REVOLUTION
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of input costs, not the prices charged to consumers. The extent to which the cost
reductions are passed through depends on the market structure. The upper graph shows
the average annual changes over three periods of importance to the historical analysis —
prior to 1984, which is a period before the break-up of AT&T and the deregulation of
cable; the decade before the passage of the Telecommunications Act of 1996, and the
years since the 1996 Act. The lower graph shows the cumulative price changes since the
1996 Act, adding in the cost of cellular equipment.

The authors of the price indices point out the importance of investment in
communications equipment, noting that “IT capital services have historically made
outsized contributions to labor productivity. Consequently, greater IT capital investment
augurs well for future productivity gains.”V They then note the strength of the
revolution in terms of declining prices.

Last with respect to the debate about whether the impetus for the “IT Revolution”
has petered out, we observe that prices for communications equipment have
continued to fall rapidly in recent years. Price declines accelerated significantly in the
mid-1980s and again in the mid-1990s. Since that time, prices for communications
equipment — a general purpose technology central to the economy — have been
falling 11 percent on average for 20 years running, and price declines have shown no
sign of slowing.xix

In an age when we have become used to a doubling of capacity on silicon chips
every eighteen months (Moore’s Law), we may have become somewhat indifferent to a
rate of decline that cuts prices in half every 76 months, but placed in the context of
industrial revolutions, this rate of decline is truly historic. This is a rate of decline that is
substantially higher (two to three times) than products that have come to symbolize
previous industrial revolutions — cotton cloth, light, heat power, automobiles.™
Following from the conceptual analysis, we would expect to see a significant part of
these cost savings passed through to consumers, if the markets for communications
services are competitive. In Section IV, | show that they have not because of the abuse of
market power.
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ITII. EMPIRICAL ANALYSIS OF MARKET STRUCTURE AND MARKET
POWER

Having established the framework for analyzing market structure, I next turn to
the empirical measures used. While many aspect of the market structure can affect
conduct, one of the most important and frequently studied market structural
characteristics is the nature and extent of competition in the market. In particular, the
number and relative size of producers — the degree of concentration — is seen as a major
determinant of conduct and performance. While the performance of the market can be
evaluated in many ways, one of the most important and frequently analyzed measures of
performance are the prices paid by consumers. In particular, the relationship between
prices and profits of the sellers has been a focal point of attention.

The key market characteristics identified above, concentration, price, cost and
profits have been captured in two indices that are interrelated — the Lerner Index (L) and
the Herfindahl-Hirschmann index (HHI). Table 111-1 presents a series of key formulas
that have been developed by both progressive and conservative economists to analyze
industry structure and the exercise of market power.

TABLE I1I-1: KEY MATHEMATICAL FORMULAS IN THE ANALYSIS OF MARKET
STRUCTURE AND MARKET POWER

Lerner Index Traditional Formulation

L= P-MC)= 1
P E

Where: P = price, MC = marginal cost, E = the market elasticity of demand

Landes and Posner Formulation of the Lerner Index
L= (P-C) = 1 = S;
P = e'm +te55 (1-Si)
where: Sq = the market share of the dominant firm, e%y, = elasticity of demand in the market
e%; = elasticity of supply of the competitive fringe, si = market share of the fringe

The HHI Index

n
HHI= ¥si * 10,000
I=1

Relating the HHI to Market Power through the Lerner Index

St (P-MCH + S (PP-MCH +.... Sp (P"-MC"M = HHI

pl p2 p" 10000 * E¢
Scherer, F. M. and David Ross, Industrial Market Structure and Economic Performance (Boston:
Houghton Mifflin, 1990). pp. 70-71; William M. Landes and Richard A. Posner, “Market Power in

Antitrust Cases,” Harvard Law Review (94), 1981; Viscusi,, John M. Vernon, and Joseph E.
Harrington, Jr., Economics of Regulation and Antitrust (Cambridge: MIT Press, 2000), p. 149
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OPERATIONALIZING KEY ANALYTIC CONCEPTS

The key market characteristics identified above, concentration, price, cost and
profits have been captured in two indices that are interrelated — the Lerner Index (L) and
the Herfindahl-Hirschmann index (HHI). The Lerner index is a measure of how much
prices exceed costs in the market. Scherer and Ross describe the attractiveness of the
Lerner index as follows:

Its merit is that it directly reflects the allocatively inefficient depatture of price from
marginal cost associated with monopoly. Under pure competition, [The Lerner
Index equals zero (LI)=0]. The more a firm’s pricing departs from the competitive
norm, the higher is the associated Lerner Index value. xi

In words, the following formula says that the Lerner Index is a ratio. It is the
markup above cost (P-MC) divided by the price. The Lerner Index is frequently
expressed as the inverse of the elasticity of demand. If consumers have the ability to
switch to other products, sellers will not be able to increase the price above costs
significantly, since they will lose their customers.

L= (P-MC)= 1
P E¢

Where: P = price,
MC = marginal cost
E = the market elasticity of demand

While the Lerner Index is attractive from a theoretical point of view, there are
generally uncertainties about the estimation of marginal cost. Even in antitrust
proceedings where data is subject to subpoena, it is difficult to calculate.® " Therefore,
economists frequently consider several other measures of monopoly profits that are the
aggregate manifestation or the result of the underlying pricing abuse.

One long-run approximation to the Lerner index is the ratio of supranormal profits
to normal cost and profits. The rate of profit is calculated by starting with revenues and
subtracting operating costs, depreciation and capital costs, which is then divided by the
assets invested. However, while profit margins are readily available, they present some
problems, because the cost of capital is not recorded in a firms’ accounting statements. It
can only be imputed with difficulty. Economists seeking to avoid this difficulty have
usually opted for second-best surrogates like the accounting rate of return on
stockholders’ equity or capital, before interest. To be most instructive, these estimates
must be compared to a normal rate of return. This involves finding a set of companies
chosen to be comparable, but lacking in market power, which is itself a challenging task.

Landes and Posner rendered the Lerner Index in a somewhat different formulation
that is useful in the analysis below. In evaluating mergers and market structures, it is
necessary (and preferable) to consider the market power of individual firms and sum
these across all firms in the market.
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In words, the following formula says that the markup of price over cost will be
directly related to the market share of the dominant firm and inversely related to the
ability of consumers to reduce consumption (the elasticity of demand) and the ability of
other firms (the competitive fringe) to increase output (the elasticity of this supply).

L= (P-C) = 1 = Si
P EC e'm +e5 (1-Si)
where:

Sd¢ = the market share of the dominant firm

edm = elasticity of demand in the market

e = elasticity of supply of the competitive fringe
si = market share of the fringe.

There was an extensive debate over this formulation that was resolved with
recourse to the Herfindahl-Hirschmann index (HH1).**" The HHI is a measure of
market concentration. Viscusi, et al., note that “The HHI has the advantage of
incorporating more information about the size distribution of sellers than the simple
concentration ratio does.””V It is calculated by taking the market share of each firm in
the market, squaring it and summing across all firms. The index is converted to a whole
number by multiplying by 10000.

n
HHI= ¥'si? * 10,000
I=1

where s = the market share of each individual firm expressed as a ratio.

The HHI and the Lerner index can be directly related in the analysis of market
power. As Viscusi et al. put it “the HHI is directly related to a weighted average of
firms’ price-cost margins for the Cournnot [oligopoly] solution.”**V

In words, the following formula says that the markup of price over cost in a
market will be directly related to the market share of the firms (as captured by the HHI)
and inversely related to the ability of consumers to reduce consumption (the elasticity of
demand).

{(Pl Mc’}) ¢|j82 (P?— P )[ . sn(ﬂ MC" =  HHI
p2 10000 * E¢

Jerry Hausman, in a volume on The Economics of New Goods, published by a
very mainline press (University of Chicago in a series for the National Bureaus of
Economic Research), argued that:

the implicit assumption... that price equals marginal cost need not hold in most new
product situations. Combined with the fact that most new-introduction are
undertaken by multiproduct firms with existing competing brands... I adopt the
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most widely uses solution concept for my analysis... set the price for a given
product according to the “marginal revenue equals marginal cost” rule.xxvi

He estimated the demand elasticity at -2.0 for the product he was studying and
estimated that market power had consumed 15% of the increase in consumer surplus that
could have resulted from the introduction of a new product in a competitive market. V"

CONCERNS ABOUT MARKET POWER

Calculating the HHI tells us how concentrated a market is, but not whether it is
“too” concentrated, which would result in the abuse of market power. The identification
of when a small number of firms can exercise market power is not a precise science.
Nevertheless, when the number of significant firms falls into the single digits there is
cause for concern.

Up to six firms one has oligopoly, and with fifty firms or more of roughly equal size
one has competition; however, for sizes in between it may be difficult to say. The
answer is not a matter of principle but rather an empirical matter.xxvii

The analysis of market structure conducted by the Department of Justice and
Federal Trade Commission in the course of merger reviews is particularly relevant for
two reasons. First, the anti-trust laws are the primary statutes that are intended to prevent
abuse of market power in the economy. Second, merger review is one of the few areas
where the antitrust laws empower the agencies to be proactive in their job of ensuring the
economy remains competitive. Restraints on trade are the bread and butter of antitrust
policy and mergers are ideal tools to restrain trade by removing competitors, so here
antitrust authorities can act to prevent abuse, rather than try to clean it up after it has
imposed harm.

The Merger Guidelines issued by the Department of Justice (DOJ) and the
Federal Trade Commission (FTC) describe the concern of the antitrust authorities with
market power as follows. “Market power to a seller is the ability profitably to maintain
prices above competitive levels for a significant period of time.” ™ The Merger
Guidelines recognize that market power can be exercised with coordinated, or parallel
activities and even unilateral actions in situations where there are small numbers of
market players.X!

In adopting this framework to evaluate market structure it is important to note at
the beginning that the Merger Guidelines only provide the tools for analysis, they do not
dictate the policy that should be pursued. Antitrust prefers competition as the policy tool
to correct or prevent a specific market failure — the abuse of market power. There are
other market imperfections that antitrust does not address. There are also situations in
which market conditions will not support sufficient competition to prevent the abuse of
market power. Therefore, competition and antitrust cannot solve the problem; regulation
is necessary. X"

The communications sector is a very good example of an area of the economy in
which antitrust has been deemed to be inadequate. Regulation has been deemed
necessary because the market structure tends to result in a very small number of very
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large firms dominating the market and because communications is a large sector that is
important, i.e., it has a big impact on a wide range of activities. The two factors that
Landes and Posner identified as requiring close attention, elasticities and size, point
toward greater oversight, not less. As | argued in a recent article, under these
circumstances antitrust and regulation go hand-in-hand.

The broad purposes and functions of antitrust and regulation in the economy are
magnified when applied to the communications sector. From an economic point of view,
the communications sector is one of the most important resource systems in an advanced
economy, since market efficiency depends on the ability to gather and process
information

Communications networks possess two characteristics that make them ideal
candidates for economic regulation—their infrastructural nature and economies of scale.
Kahn identified these characteristics in his seminal work, Economics of Regulation.
Making the case for economic regulation, Kahn pointed to the fact that because
communications networks exhibit economies of scale, the market will support only a
small number of large firms compared to other sectors of the economy. " In addition,
because of the essential inputs they provide, they influence the growth of other sectors
and the economy.*V Kahn added two other characteristics: “natural monopoly” and “for
one or another of many possible reasons, competition does not work well.” " Although
Kahn was skeptical of the monopoly rationale for regulation, he later argued that the
nature and extent of competition is an empirical question:

The question is not simply one of how much competition to allow—how much
freedom of entry or independence of decision making with respect to price,
investment, output, service, promotional effort, financial, and the like. Itisa
question also of what, in the particular circumstances of each regulated industry, is
the proper definition, what are the prerequisites, of etfective competition. X

Of course, as noted above, Sherer and Ross also believe that the implementation
of policy in pursuit of competition as the desired structure for markets must reflect the
fundamentals of economic structure and the reality of markets.

CHARACTERIZING MARKETS

Under the Merger Guidelines, the consideration of proposed mergers begins with
a straightforward analysis of market concentration (see Table I11-2). For most of the
period of this analysis (i.e. until the revision of the Guidelines in 2010), an HHI above
1,800 was considered a highly concentrated market. A market with 6 equal-sized
competitors would have an HHI of 1,667. A market with an HHI below 1000 was
considered unconcentrated. A market with ten equal-sized competitors would have an
HHI of 1,000. It is competitive. A market was considered moderately concentrated
when it fell between the highly concentrated and unconcentrated thresholds. It is one that
exhibited an HHI between 1,000 and 1,800. Under the recently revised guidelines, the
unconcentrated threshold was raised to 1,800, while the highly concentrated threshold
was raised to 2,500, or the equivalent of 4-equal sized firms.
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Not only can the HHI be directly related to the Lerner Index, as noted above, it
also has an easy interpretation. V" These thresholds (old and new) correspond to long
standing characterization of the ability of firms to increase prices to raise profits.
Shepherd describes these thresholds in terms of four-firm concentration ratios as follows:

e Tight Oligopoly: The leading four firms combined have 60-100
percent of the market; collusion among them is relatively easy.

e Loose Oligopoly: The leading four firms, combined, have 40 percent
or less of the market; collusion among them to fix prices is virtually
impossible XV

TABLE I11-2: DESCRIBING MARKET STRUCTURES

Department of Type of HHI  Equivalents in 4-Firm
Justice Merger Market Terms of Equal Share
Guidelines Sized Firms CR4
Monopoly? 10,000 1 100
Duopoly? 5,000 2 100
(Old) Dominant Firm 65% share 4650 2 100
New Highly concentrated 2,500 4 100
New moderately concentrated 1,800 55 72
(Old) highly Concentrated
T Tight Oligopoly 60
(Old) moderately concentrated Loose Oligopoly 1,000 10 40
Unconcentrated
l Atomistic 200 50 8
Competition

Sources and Notes a = Antitrust practice finds monopoly firms with market share in the 65% to 75%
range. Thus, HHIs in “monopoly markets can be as low as 4200; b = Duopolies need not be a perfect
50/50 split. Duopolies with a 60/40 split would have a higher HHI. Sources: U.S. Department of
Justice, Horizontal Merger Guidelines, revised August 2010, for a discussion of the HHI thresholds;
William G. Shepherd, The Economics of Industrial Organization (Englewood Cliffs, NJ: Prentice
Hall, 1985), for a discussion of four firm concentration ratios.

e The upper bound of a moderately concentrated market would
correspond to a tight oligopoly, which was defined as a market where
the top four firms (the four firm concentration ratio, or CR4) had more
than 60 percent of the market.*™ The lower bound of a moderately
concentrated market with ten equal-sized firms would fall at this
threshold. The leading firm proviso appears to have been dropped not
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because such a firm is not a source of concern but because that
concern was subsumed in the broader analysis of “unilateral effects.”

IDENTIFYING MARKET POWER TRIGGERS

During merger review, a merger is evaluated by examining the level of
concentration of the post-merger market and the impact of the merger on the level of
concentration in the market. The higher the level of post-merger concentration and the
larger the increase in concentration, the greater the threat to competition and the more
likely the antitrust authorities are to block a merger or demand remedies to mitigate the
potential harms of increased market power.

Moderately Concentrated Markets: Mergers resulting in moderately concentrated markets
that involve an increase in the HHI of more than 100 points potentially raise
significant competitive concerns and often warrant scrutiny.

Highly Concentrated Markets: Mergers resulting in highly concentrated markets that
involve an increase in the HHI of between 100 points and 200 points potentially
raise significant competitive concerns and often warrant scrutiny. Mergers resulting
in highly concentrated markets that involve an increase in the HHI of more than
200 points will be presumed to be likely to enhance market power. The
presumption may be rebutted by persuasive evidence showing that the merger is
unlikely to enhance market power (DOJ/FTC, 2010: 19).

In evaluating the impact of mergers, for example, antitrust authorities focus on a
small but significant, nontransitory increases in price (SSNIP). The price increases that
trigger concern are relatively small (5-10%) sustained for a relatively short period (two
years).

The increases in concentration that trigger concerns about the impact of a merger
reveal a great deal about the underlying problem of market power in concentrated
markets. In order to raise a “potentially significant competitive concern” a merger in a
moderately concentrated market as currently defined would involve a firm with a 17%
market share increasing to 27%. In a highly concentrated market, a firm with a 25%
market share increasing to a 32% market share through merger would be “presumed to be
likely to enhance market power.”

Under the Guidelines in place throughout most of the period of this analysis,
given the lower thresholds, mergers would have to be larger to trigger concerns, but more
market would to be scrutinized because of the lower thresholds. In a market with 10
equal-sized firms, one of the firms would have to buy out another (doubling its market
share from 10% to 20%) to raise concerns. In a market with six equal-size firms the
merger would have to raise the market share of one firm by about 7%. Under either set of
thresholds, a merger involving a dominant firm would create great concern, even though
the Guidelines had dropped explicit reference to this situation. A mere two percent
increase in concentration exceeds the threshold.

While the DOJ is deeply concerned about changes in market concentration above
the thresholds that result from a merger, it should be clear that markets that are above
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those levels without a merger contain the threat of the abuse of market power. Evidence
of the abuse of market power should trigger policy concerns, not only by antitrust
authorities but regulatory authorities that have the mandate to protect consumers of
promote competition more actively than antitrust does. Policies that deregulate highly
concentrated markets where the abuse of market power is likely to be released are a
particular concern.

OTHER MARKET POWER CONCERNS

While the Guidelines use an HHI based approach to screen mergers for scrutiny,
other factors are considered. Given the infrastructural nature of communications
networks and their special role in democratic discourse, regulation frequently goes
beyond antitrust in promoting open networks. Unique barriers to entry — like spectrum
licenses or franchising restriction — are an important consideration because they can
insulate incumbents from competition. Open access policies are grounded in this
concern.

Another key characteristic of many industries is the extent of vertical integration.
In many industries the act of producing a product can be readily separated from its
distribution and sale. Production is referred to as the upstream, distribution and sale are
referred to as the downstream. The classic concern is that suppliers of applications or
content distributed over communications networks, who are also owners of those
networks, will favor their own content at the expense of the content of unaffiliated
producers. Cross-owned products succeed, not because the win on the merits, but
because they are favored by their owners who control a key choke point.

Because vertical integration involves the elimination of a (presumably market-
based) transaction between two entities it has been the focal point of a great deal of
analysis. Economic efficiencies are frequently claimed for vertical integration due to the
elimination of transaction costs. Others fear inefficiency and potential abuse of the
ability to leverage vertical market power that can result from excessive or unjustified
vertical integration. Vertical integration may become the norm in the industry, making it
difficult for unintegrated producers to survive. Vertically integrated entities may capture
the market for inputs, making it difficult for independent entities to obtain the factors of
production necessary to produce product. Also, with vertically integrated entities
dominating a sector, reciprocity and forbearance rather than competition may become the
norm.

One of the key aspects of the network neutrality debate is the problem of vertical
leverage that the incumbent network operators have, when they are vertically integrated
into complementary product markets. Their incentive and ability to frustrate competition
in those complementary market is substantial and several of the key disputes swirled
around behaviors that appeared to have anticompetitive effects. Vertical integration
occurs when both activities are conducted by one entity. Antitrust examination of these
issues has been “checkered” at best." However, because these communications networks
are frequently a choke point, bottleneck, or essential facilities that control the access to

27



consumers by controlling the flow of communications, vertical integration and leverage
are a heightened concern."

The large incumbent telephone companies who dominate the special access
market are vertically integrated in two senses. First, first mile and middle mile services
are separate products. It may well be economically efficient to integrate them, but that
merely underscores the economic challenge of competitive entry. Second, the local
telephone companies sell many of the services that the competitors also sell, to a
significant degree as a result of a merger wave after the passage of the 1996 Act.
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IV. ABUSE OF MARKET POWER SINCE THE DEREGULATION OF
SPECIAL ACCESS SERVICES

As noted above, because of the decision of the FCC to stop collecting data on
special access, there is a paucity of publicly available data. The FCC has undertaken a
significant, one-time data collection to consider reforming the special access marketplace
that is not available for public inspection at this time. The FCC has hired an independent,
third-party economist to analyze the data it has received. The FCC also has received
separate analyses from economists representing incumbents and competitors; however,
the details supporting the conclusions in those analyses have been submitted under seal to
the agency. The FCC will treat the data confidentially until it determines to make some
of it public, and both incumbents and competitors agree the FCC should make aggregated
and anonymized data available to the public.

The FCC’s public data ends in 2007, and various parties have tried to fill the gaps
with studies of various aspects of the special access market. This analysis pieces together
the available public data to show that there is a massive exercise of market power by
large, dominant incumbents in the delivery of special access services. The order of
magnitude estimates that can be cautiously derived from the publicly available data
overwhelmingly support the conclusion that market power abuse in the special access
market is costing consumers tens of billions of dollars annually and growing in size.

While this analysis focuses on the structural level analysis, there is evidence of
anticompetitive behavior at the level of conduct. The development of competition for
special access service was a direct victim of that earlier anticompetitive conduct with
respect to opening the local network."" Moreover, in the pricing of special access by the
dominant, large incumbent telecommunications companies we find anticompetitive
“restrictive conditions,” including “minimum volume commitments, portability
conditions, revenue commitments, shortfall penalties, circuit migration charges and
restriction, exclusivity-like provision”" that lock in consumers and undermine
competition. The bottom line is simple, if they have market power they will use it to
accomplish their goal of raising their rate of profit and protecting their market power.

In this section | present the publicly available evidence first. | then estimate the
magnitude of the harm based on the evidence linked to the “old” FCC data. I also show
that a recent study of harm yields similar estimates of abuse. The harm is well in excess
of $150 billion over the past five years.

CONCENTRATION

Although the FCC predicted that competition would erode the market power of
the incumbent telephone companies, after a decade and a half, their market share is still
extremely high. As shown in Figure V-1, the concentration of the special access market
exceeds the thresholds of highly concentrated by a wide margin, being at least three times
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the threshold used by the antitrust authorities to designate a market as highly
concentrated.

Figure IV-1 shows two estimates of the HHI. One is based on the ARMIS data,
until it was terminated, and other surveys or evidence introduced into the special access
proceeding. Coverage is spotty. The second estimate is based on the FCC local
competition reports. It assumes that CLECs’ use of ILEC lines (wholesale and UNE) do
not represent competition (since the CLECs are not self-supplying). It focuses on
business lines only, as a proxy for the special access market. It assumes that the overall
ratio of CLEC-owned lines to total lines (i.e. owned plus leased from ILECs) applies to
business lines. It makes two different assumptions about whether CLEC interconnected
VOIP for businesses represent competition (CLECs self-supplying). In the one
assumption, interconnected VOIP is assumed to represent a substitute for special access.
In the second assumption it is assumed to not be a substitute (it is excluded from the
market for special access).

FIGURE IV-1: CONCENTRATION IN SPECIAL ACCESS MARKETS

12000
TAAAA
Af\
8000 &A Local Competition Proxy w/o VOIP
ARMIS & Surveys A
ARMIS-Surveys
6000 A FCC Local Competition
FCC Local Exclude VOIP Local Compétition w/\VOIP
4000
2000 Highly-Concentrated-New DOIFFE

Highly Concentrated Old DOJ/FTC

Sources: Early ratios are based on FCC Monitoring Reports, Charles W. McKee,
Special Access: The Unregulated Monopoly, Sprint, March 4, 2009. 2011 based on
FCC Local Competition Report, CLEC business subscribers times percent of CLEC
subscribers served by CLEC owned facilities.

| show both treatment of interconnect VOIP because the dramatic increase in
interconnected VOIP in the business sector reflects a small part of the market where
VOIP is an adequate service, but VOIP may not deliver the secure, stable quality service
that many businesses need. This is readily apparent in the distribution of VOIP between
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residential and business CLEC customers. VOIP lines represent 47% of residential lines,
but only 15% of business lines. Over 90% of CLEC residential customers are served
with interconnected VVOIP; fewer than one-third of CLEC business customers are. If
VOIP worked well for businesses, we would expect to see higher, not lower, rates of use
in that segment, since they tend to be more profitable. Finally, if we examine the loss in
business access lines suffered by the ILECs since 2008, when the FCC began reporting
interconnected VVOIP, we find that the growth in CLEC interconnected VVOIP accounts
for about three-quarters of the loss. The ILEC losses reported here and the CLEC gains
would not be considered part of the special access market. Thus, it would be a mistake to
assume that the recent growth of interconnected VOIP will continue or reflects a change
in the special access market.

My special access local competition proxy tracks well with the earlier ARMIS
data. The level of concentration under both definitions is extremely high, with an HHI in
the range of 7,000 to over 8,000. The latter figure is consistent with the non-proprietary
evidence in the record, which puts the market share of the incumbents at 90% or higher."

However, even if one does assume a continuous trend in which VOIP is a
substitute for special access, it would take another decade and a half to get the market
down to a level that would be unconcentrated. Thus, the prediction of competition made
when the market was deregulated a decade and a half ago was wrong, and there is no
reason to subject consumers to another decade and a half of abuse in the hope that it will
someday prove correct, which is highly unlikely. If the product market does not include
interconnected VOIP, which | believe is the more appropriate assumption, the extremely
high level of concentration appears to be permanent, given the long-term trend. In either
case, the proper approach should be to regulate the market until competition proves itself,
which is what the FCC should have done 15 years ago. The deregulation decision should
reflect the careful analysis of real world conditions in well-defined product and
geograplh_ic markets, not hope and hype, to determine that workable competition is
present."!

Figure 1VV-2 show the results of a study by the National Regulatory Research
Institute for the National Association of Regulatory Utility Commissioners. NRRI
gathered data on four services (DS-1 and DS-3, for termination and transport) in 50 large
MSAs. The upper graph in Figure 1V-2 shows the HHI for the 35 MSAs with complete
data for DS-1 and DS3 in 2007. The gap in the graph is the national average calculated
based on the approach | have applied to local competition data, with VOIP included.
While it is on the high side of the NRRI estimates, the NRRI sample was for large MSAs,
which are over eight times as dense as the national average. In fact, 90 percent of the
DMAS have an HHI above 6,000. Thus, the evidence supports the conclusion that the
special access market is extremely, highly concentrated.

The lower graph shows the distribution of MSAs for each service in four broad
categories of concentration. There were no MSAs with an HHI less than 4400. The
overwhelming majority were above the level of a duopoly.

INCREASING REVENUES, DECLINING COST, SOARING PROFITS
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Given this very high level of concentration, we would expect the large incumbent
telephone companies to exercise their market power, not simply to earn excess profits but
also to weaken potential competition for the core communications services. By raising
the costs that their potential competitors have to pay to deliver service they can stifle their
growth.

Figure 1VV-3 shows the dramatic increase in revenues after the decision to
deregulate the special access market. Between 2000 and 2010, revenues increased by just
under 8 percent per year. In the past half-decade, that rate of growth has doubled. This
increase was triggered by further deregulation and elimination of oversight over special
access rates, including the termination of the controls that the FCC placed on SBC at the
time it acquired AT&T. Over the entire period, revenues increased by 11 percent per
year. The first round of increase followed the initiation of pricing flexibility. The second
came more recently when oversight was further relaxed.

While revenues were increasing dramatically, costs were declining, particularly
for fiber optic cable, as shown in Figure IV-4. Transmission and switching costs were
declining about 12 percent per year over the first decade of the 21% century.
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FIGURE IV-2: NRRI HHIS FOR DS-1 AND DS-3, IN 50 MSAS
Distribution of MSAs with reporting of all services
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FIGURE IV-3: SPECIAL ACCESS REVENUE
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Susan Gately, et al., Longstanding Regulatory Tools Confirm BOC Market Power, Economics and
Technology Inc., January 2010, Charles W. McKee, Special Access: The Unregulated Monopoly,
Sprint, March 4, 2009.

FIGURE IV-4: DECREASES IN THE COST COMPONENTS OF SPECIAL ACCESS SERVICES
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With revenues growing at almost 8% per year and costs declining by 12% per
year, we would expect to see large double digit increase in profits. This is exactly what
the data showed, as long as it was available (see Figure 1V-5).

FIGURE IV-5: SPECIAL ACCESS PROFITS
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Sources: 2000-2007, The official FCC ARMIS data is frequently the source for early estimates, see
Susan Gately, et al., Longstanding Regulatory Tools Confirm BOC Market Power, Economics and
Technology Inc., January 2010, Charles W. McKee, Special Access: The Unregulated Monopoly,
Sprint, March 4, 2009.

Although detailed evidence on the communications equipment components that
most directly affect special access costs is not available for the most recent period, the
general index for communications equipment costs has continued to decline. In fact, the
rate of decline nearly doubled in the 2010-2014 period. Thus, excess profits in the special
access market are certain to be much larger today than they were when the collection of
ARMIS data ceased.

For 2007, ETI estimated overcharges in the range of $10 billion on total revenues
of $17 billion. In other words, excesses are over half the total. That estimate was
calculated based on the rate of return that the FCC had allowed in in 1990, as shown in
Figure IV-5. This was a generous rate of return and it is very high in today’s market. The
FCC authorized rate of return was set in a period when the risk free rate of return (on 10-
year T-bills) was about 8.5 percent; today it is less than 3 percent. The interest rate on
triple A-rated corporate bonds is also about 5 percentage points lower. Although one can
argue that the increase in competition raises the cost of capital, | have shown that
competition is feeble at best. The competitive rate of return would be set well below the
level that is a quarter of a century old.

Capital costs and the cost of capital are only part of the cost of service. 1 find bits
and pieces of evidence on operating costs. Gately gave data that suggested a decline in
operating cost of 10% per year for a few years in the mid-2000s. If equipment costs that
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have been declining by 16% per year represent half of the cost of service (as suggested by
the WIK-study), and operating costs have been declining by 5%, the total cost has been
declining by 10% per year, or more. Sustained over a 15 year period (since the onset of
pricing flexibility), the cost of special access would have fallen by 75%.

This highlights the problem not only with flexibility, but the the price cap
approach, even if the rates are held steady at the rate of inflation. Profits would be
growing 10% per year plus the rate of inflation. The price cap adjustment was 5.3% until
2005 and 1.8% for thereafter. Based on these factors, the average annual compound rate
of growth in profits would be about 18 percent over the period from 2002 to 2007. In the
five years after pricing flexibility for which we have ARMIS data, Gately shows a
compound annual rate of increase in profits of 20%.

OVERCHARGES AND THEIR IMPACT

The bottom line is clear. The overcharges are substantial. Since these excessive
earnings have been rising rapidly, assuming an average of $15 billion per year would put
the cumulative total in the past five years alone at $75 billion.

Indirect Macroeconomic Impacts

These large overcharges certainly impose pain on the consumer pocketbook, but
they are only part of the harm resulting from the abuse of market power. As noted above,
special access is an important intermediate good. Raising its price to earn supranormal
profits, reduces demand
and depresses economic activity throughout the economy. Because communications are
such an important intermediate good, it has a large multiplier effect. As shown in Figure
[1-2, above, lowering prices increases consumption. Total revenues increase, and the
increase is larger than the reduction in price. At the competitive price, the providers of
special access have to work harder (they deliver more services at a lower price). Their
rate of profit is lower, but producer surplus is larger. Of course, consumer surplus
increases much more, as does total social surplus.

A study by Economists Incorporated modelled the impact of the removal of the
abuse of market power in the special access market. The estimation of the direct effect
on the communications sector and its consumers was based on empirical assumption that
are consistent with the above conceptual and empirical analysis. It considered price
reductions in the range of 40% to 60%, consistent with the above estimate of
overcharges. It used relatively low demand elasticities based on an analysis of the special
access services. It also modelled the indirect economic impact by running a well-known
econometric input output model to assess the effect on the economy (the RIMS 11 model).
As shown in Table V-1, using the middle case rate reduction of 50%, which is consistent
the above analysis, we observe the effects of the price reduction for an important
intermediate good.

The indirect effects resulting from the high multiplier are substantial. The
increase in output in the economy is twice as large as the increase of the revenue in the
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sector. The firms that consume more special access (and pay a higher total bill at a lower
price) produce more output, which pays for the increased input. The economy-wide
increase in value added exceeds the increase in the spending on special access. The lost
value in terms of indirect economic harm equals the direct consumer pocketbook harm as
a result of the large multipliers. Given the increase in revenue, a conservative estimate of
indirect costs for the present would be almost $20 billion per year and the five-year total
would be $75 billion.

TABLE IV-1: INDIRECT MACROECONOMIC LOSSES FROM ABUSIVE PRICING OF
SPECIAL ACCESS (BILLIONS OF $, MIDDLE CASE, 50% RATE CUT)

Elasticity Pocketbook Monetary increase
Savings Economy-wide
Output
2010 -15 9.0 16.6
-1.6 9.0 20.6
-1.7 9.0 25.0
2015 -15 18 33.2
-1.6 18 41.2
-1.7 18 50

Source: Stephen E. Spiwak, Economic Benefits of Special Access Price Reductions, Economists Inc.,
March 2011.

An Estimate Based on International Comparisons

A recent study filed in the ongoing proceeding provides an independent source of
data that supports this estimate of the harm imposed by the abuse of market power in the
provision of special access service.""' The study adopts the same welfare economic
framework used in this paper. It launches from the observation that in other nations
where special access was not deregulated, prices are much lower. In the U.K., which is
the primary focus, rates are half of the U.S. M1

The study then estimates consumer welfare transfers due to market power,
deadweight efficiency losses and indirect macroeconomic costs, called spillovers. It
makes a counterfactual back-cast. ‘“What if rates had been driven down to cost in the past
five years (i.e. 2011 to 2016)?°

For 2016 the study estimates consumer welfare transfers plus deadweight losses
(both of which come out of consumer surplus) at $2.8 billion and spillovers at $5.9. The
five-year totals are $13.billion and $28.3 billion respectively. These estimates are not
directly comparable to the ARMIS-based estimates, but several simple adjustments show
that the results are actually quite close to those discussed above.

First, the WIK-study deals only with Ethernet service, which in the U.S. is only
40% of the market. Scaling the results to the total market more than doubles those
numbers (as shown in Table 1VV-2). Second, the price reduction in the study is less than
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half of the reduction suggested by the ARMIS-based analyses. There is a ready
explanation for this. The WIK-study is based on a survey of rates that may have excess
costs imbedded. For example, the rate of return on U.K. special access (even though it is
regulated) is twice the level that was allowed in the U.S., which I have shown is too high.
This is the same problem as in the U.S., where the productivity factor bears no
relationship to the actual decline in costs. The cost estimate would be doubled again.
The survey of rates includes the cost of new entrant special access services, which are
higher than the cost of incumbent services. At the market share of the largest competitor
in each market in the U.S. (10%), CLEC costs are twice as high as incumbent costs."™ If
this excess cost is imbedded in the benchmark, it would be 20% too high (2 x .1). Thus
the price reduction necessary to make rates and profits reasonable would be at least twice
as large as modeled in the WIK study. Therefore, scaling up to include all special access
service and doubling the price reduction, renders the ARMIS-based and international
studies reasonably close.

TABLE IV-2: RECONCILING ESTIMATES OF HARM (billions of dollars)

Cost Period & WIK  Adjustments ARMIS Elasticities
Component Study TDM Price -15 -16 -17
In 2016
Welfare + Deadweight 28 7 14 18 18 18
Spillover 59 1475 295 332 412 50
Total 87 2175 435 512 59.2 68

Source: WIK-Consult Report, Ethernet Leased Lines: An International Benchmark, January 2016,
Attached as an Appendix to “Reply Comments of BT Americas,” In the Matter of Special Access
Rates for Price Cap Local Exchange Carriers, AT&T Corporation Petition for Rulemaking to Reform
Regulation of Incumbent Local Exchange Carrier Rates for Interstate Special Access Services, WC
Docket No. 05-25, RM-10593, February 19, 2016. El refers to Stephen E. Spiwak, Economic Benefits
of Special Access Price Reductions, March 2011; As described in text, ARMIS refers to Susan Gately,
et al., Longstanding Regulatory Tools Confirm BOC Market Power, Economics and Technology Inc.,
January 2010, Charles W. McKee, Special Access: The Unregulated Monopoly, Sprint, March 4, 2009.

Table IV-2 shows the effect of a rate reduction that is twice as large. The
spillover effect appears to be much larger because the multiplier is assumed to be much
larger and notwithstanding the fact that the elasticity of demand is lower. On balance,
these adjustments suggest that the estimates are actually reasonably close. Although the
failure of the FCC to collect and publish data on costs, prices and profits in the special
access market make it difficult to estimate the magnitude of overcharges and excess
profits with precision, it is clear that the harm is quite large, well in excess of $150 billion
over the past five years.

CONCLUSION

To sum up, | have demonstrated the structural conditions for a severe abuse of
market power in the delivery of special access services. Cost and price trends and direct
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evidence of show substantial overcharges and excess profits. Direct overcharges of $20
billion per year burden household budgets. Indirect economic losses that result from the
drag on the economy add another $20 billion to the harm. These harms have been
building up since the premature deregulation of special access and they have accelerated
in recent years. Over the past five years a cautious estimate of the harm is in excess of
$150 billion, split equally between pocketbook harm and indirect losses of economic
output.

Special access is one of the clearest cases of unjustified deregulation since the
passage of the 1996 Act in terms of the harm imposed, measured by the rate of
overcharges, if the not the absolute value of harm. It came so quickly that there could be
no pretense that competition had already grown enough to discipline the market power of
the large incumbents. The predictive theory offered by the FCC to authorize deregulation
seriously misunderstood the market structure. For over a decade, the FCC ignored the
problem and tried to hide it behind a veil of corporate secrecy. The time for decisive
action to end the abuse of market power is long past.
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